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Restrictions on the Federal Tax Liability of Banks 


By HARRY M. STENN* 


HE INCOME tax laws of 1934, 1936, and 1938, 

Section 117(d), relieve banks from the $2,000 

capital loss limitation on losses incurred on the 
sale of bonds, etc. 


During 1937 the Internal Revenue Department 
issued General Counsel Memorandum 18525 relieving 
banks from paying income taxes on recoveries of 
accounts and notes receivable, bonds, and mortgages 
previously written off as bad. 


Section 818 of the Revenue Act of 1938, and 
Section 406 of the 1939 Act relieve insolvent banks, 
and banks which have been released from their lia- 
bility to their depositors where such depositors have 
accepted in lieu thereof a lien against subsequent 
earnings or a claim against certain assets, from the 
liability for federal taxes if payment of such taxes 
should have the effect of diminishing the assets neces- 
sary for the full payment of such depositors. If such 
taxes have been paid then, under the sections named, 
the taxpayer is entitled to a refund. 

Each of the above special provisions in the law and 
rulings is enlarged upon below. 


Relief from Capital Loss Limitation 


Losses resulting from the sale or exchange of cap- 
ital assets are limited under the 1934, 1936, and 1938 
income tax laws to an amount equal to the gains from 
such transactions in other capital assets plus $2,000. 
In other words, the net loss on such transactions 
deductible from income subject to income tax may 
not be greater than $2,000. 


The law defines capital assets as follows: 


“The term ‘capital assets’ means property held by the tax- 
paver (whether or not connected with his trade or business), 
but does not include stock in trade of the taxpayer or other 
property of a kind which would properly be included in the 
inventory of the taxpayer if on hand at the close of the tax- 
able year, or property held by the taxpayer primarily for 
sale to customers in the ordinary course of his trade or 
business, (or property, used in the trade or business, of a 
character which is subject to the allowance for depreciation 
provided in Section 23 (1))’? 


And the limitation is indicated in Section 117(d) 
which reads partly as follows: 


“Limitation on Capital Losses.—Losses from sales or ex- 
changes of capital assets shall be allowed only to the extent 
of $2,000 plus the gains from such sales or exchanges. If a 
bank or trust company incorporated under the laws of the 


Chicago, Certified Public Accountant; Member of the Illinois Bar. 


‘The clause in parentheses is in the 1938 Act but not in the 1934 
or the 1936 Act. 
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United States or of any State or Territory, a substantial 
part of whose business is the receipt of deposits, sells any 
bond, debenture, note, or certificate or other evidence of 
indebtedness issued by any corporation (including one issued 
by a government or political subdivision thereof), with inter- 
est coupons or in registered form, any loss resulting from 
such sale . .. shall not be subject to the foregoing limi- 
tation and shall not be included in determining the applica- 
bility of such limitation to other losses.” 

It is to be noted in the above quotation from the 
law that an exception is made with respect to certain 


banks. 


The first sentence of Section 117(d) as quoted above 
relates to banks and all other corporations. The sec- 
ond sentence excepts certain banks with respect to 
their bond transactions. That is, if a bank sells real 
estate, or stock of other corporations (as per T. D. 
2844, C. B. XTV-1-111) it falls within the general limi- 
tation as expressed in the first sentence, viz., the 
aggregate losses on capital assets transactions are 
set off against gains on capital assets transactions, 
and if the sum of the losses on the unprofitable trans- 
actions exceed the sum of the gains of the profitable 
transactions, then only $2,000 of such excess may be 
set off against ordinary income from interest earned, 
discounts earned, etc. . 

The second sentence reads that the losses on the 
sale of bonds by banks are deductible in full from 
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ordinary income such as interest earned, etc. Note, 
that, whereas, the first sentence relates to sales or 
exchanges of capital assets, the second sentence refers 
only to sales and not to exchanges, and the Depart- 
ment has held in J. T. 2896 (C. B. XIV-1-96), that a 
loss suffered by a bank on an exchange of bonds may 
be deducted from income only to the extent of $2,000, 
whereas, losses on sales of bonds may be deducted in 
full. It would seem that the Treasury Department 
in its interpretation of this section has gone to great 
lengths to classify losses and gains as if they arose 
from capital transactions rather than from ordinary 
bank transactions. 

[It would appear, therefore, that the total net loss 
or net gain for the year on bond sales is to be broken 
down into two divisions; one division would show the 
unprofitable transactions and the other would show 
the profitable transactions. The total amount of the 
former should be added to the bank’s expenses and 
the total amount of the latter should be treated as if 
it were a capital gain. This method may be decidedly 
advantageous to banks. 

To illustrate: 


Income from interest, etc. (non-capital gains) 
Net loss on bonds sold 
Gains on bonds sold at a profit 
Less—Losses on bonds sold at a loss 


$80,000 


$50,000 
75,000 


Net loss on bonds sold per books $25,000 
Loss on other capital assets such as real 

estate (not used in the business), securities, 

etc., other than bonds $55,000 but limited to 2,000 
Amount taxable if gain on profitable sales of-————— 

bonds is not set off against capital losses 


27,000 
$53,000 


3y offsetting the gain on the profitable bond sales 
against the loss on other capital transactions, as 
apparently the law permits banks to do, a very dif- 
ferent result is obtained, using the same data as 
indicated above: 





Income from interest, etc. (non-capital gains) $80,000 
Less—Losses on bonds sold at a loss 75,000 
$ 5,000 
Other capital losses such as real estate (not 
used in the business), securities, etc., other 
than bonds .. $55,000 
Less—Gains on bonds sold at a profit 50,000 
Capital loss (limited to $2,000) $ 5,000 2,000 
Amount taxable if gain on profitable sales of 
bonds is set off against capital losses $ 3,000 


Relief from Income Tax on Recoveries of Accounts 
and Notes Receivable, Bonds and Mortgages Pre- 
viously Written off by Banks 


Liability for income tax under all of the income 
tax laws from 1913 to the present is based on the 
income earned during an accounting period, ordinarily 
of a fiscal year. An accounting period of less than 
a year is recognized for the purpose of determining 
tax liability where the taxpayer fixes his first fiscal 
period at less than twelve months, or, when, with 
the consent of the Commissioner, the taxpayer changes 
his fiscal period, or ceases to exist as a taxpayer. In 
no case may a period of more than twelve months 
be considered as the accounting period. This concept 
of the law is well established by many decisions of 
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the United States Board of Tax Appeals and the 
Courts. 


Because many financial transactions cannot prac- 
tically be determined with finality at the close of a 
fiscal year, the income tax laws permit deductions to 
be taken from a current year’s income of expenses 
incurred with respect to income reported in prior 
years, and, conversely, the laws require the addition 
to current income of so-called recoveries on losses 
deducted in prior years. 


Banks are supervised by state or federal authorities, 
Such authorities may order a bank to write down or 
write off certain assets which, in the opinion of the 
supervising authority, have a smaller value than that 
shown on the books of the bank. Debts (accounts and 
notes receivable, bonds and mortgages) written off or 
down by a bank upon instruction of a supervisory 
authority are deductible from income subject to tax. 
All other assets (lands, buildings, machinery, mer- 
chandise, corporation stock, etc.), so written off or 
down are not deductible. Losses on such assets (as 
lands, buildings, etc.), are considered only upon a 
sale or an exchange or on proven worthlessness. Since 
it is not permitted, for tax purposes, to deduct from 
income the amounts that have been written off or 
written down on land, buildings and investments, 
therefore, amounts later realized with respect to such 
write-offs or write-downs are not subject to tax. For 
tax purposes the amounts written off or down on 
such assets may be written back either at the time 
when the asset is disposed of by sale or exchange, 
or upon a determination of worthlessness, and only 
the difference between the amount so realized and the 
original cost basis (less accumulated depreciation, 
with respect to depreciable assets) constitutes part 
of the net income or loss for the then current year. 
If the asset is worthless, then the loss is equal to the 
original cost, less, in the case of depreciable assets, 
the total amount reserved for or which should have 
been reserved for depreciation since the time when 
the asset was acquired. 


The proper method of treating write-offs or write- 

downs and recoveries on debts to banks, namely, 
accounts receivable, notes receivable, mortgages, bonds, 
etc., on income tax returns has been rather uncertain. 
Article 191 of Regulations 77 respecting the 1932 Act 
reads in part as follows: 
“Where banks or other corporations which are subject to 
supervision by federal authorities (or by state authorities 
maintaining substantially equivalent standards) in obedience 
to the specific orders, or in accordance with the general policy 
of such supervisory officers, charge off debts in whole or in 
part, such debts shall, in the absence of affirmative evidence 
clearly establishing the contrary, be presumed for income 
tax purposes to be worthless or recoverable only in part as 
the case may be.” 

Where a bank recovered all or a substantial part 
of an amount previously written off, then the Revenue 
Agents urged, in accordance with the above regula- 
tion, that the fact that there was a recovery indicated 
that the original write-off was unwarranted and, there- 
fore, should be disallowed as a bad debt; and if the 
original write-off should be permitted to stand then 
the recovery was income for the year when recov- 
ered, on the theory that each fiscal year is to be 
considered by itself and not in relation to any prior 
or later years, as explained above, notwithstanding 
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the fact that the taxpayer had no income tax benefit from 
the original write-off because he suffered a net loss be- 
fore considering the bad debt loss. The first difficulty, 
namely, that the Revenue Agent had the right to 
ignore the opinion of the bank supervisor as to the 
worthlessness or partial worthlessness of a debt to the 
bank if later developments indicated that the bank 
supervisor had been overly conservative, was remedied 
by the Commissioner in his TJ. D. 4633 issued on 
April 3, 1936, whereby the words in the above quoted 
regulation, namely, “in the absence of af- 
firmative evidence clearly establishing the 
contrary” were eliminated, and in place 
thereof the words “shall be conclusively pre- 
sumed for income tax purposes to be worth- 
less, etc.,” were inserted. The provisions of 
these regulations were made retroactive. 

T. D. 4633 did not clear up the question 
as to whether or not recoveries received in 
later years on debts written off or down on 
instruction of supervisory officers consti- 
tuted income for the vear when received. 
On the theory that each year stands on its 
own legs such recoveries should be con- 
sidered income as and when received, and the Revenue 
Department accordingly treated such items as income. 

After the stock market crash in October of 1929, 
and, especially so after the Moratorium early in 1933, 
banks were compelled by supervisory authorities to 
write their assets off or down to amounts correspond- 
ing to the then market values. In very many instances 
these deductions did not affect the bank’s income tax 
liability, as there were net losses before considering 
the losses from bad debts. Therefore, if the write-offs 
were proper, the recoveries in later years were items 
of income for those years. The effect of such con- 
sideration was to put a tax burden on banks that was 
totally out of line with their true income taken over 
a period of several years. 

On July 8, 1937, the Internal Revenue Department 
issued General Counsel Memorandum 18525 (herein- 
after referred to as G. C. M. 18525) to make clear 
its attitude with respect to recoveries received by 
banks on debts previously written off or down. 

In brief, G. C. M. 18525 says that with respect to 
recoveries on bad debts written off by banks, that 
such recoveries be considered income during the year 
when received, only to the extent of the amount of 
the debts which the bank had used in reducing its 
tax liability in prior years. To illustrate, assume that 
the bank had a loss before considering bad debts of 
$50,000; and bad debts were shown on the return in 
the amount of $75,000; the total loss would be $125,000. 
It is evident that even if the bank had not indicated 
its bad debt loss on the return there would have 
been no tax liability, and so recoveries in later years 
on the $75,000 written off would not be taxable. To 
further illustrate, if the bank had earned, before con- 
sidering bad debts, $75,000, and deducted, on account 
of bad debts $70,000, the net income is $5,000. 
Then all later recoveries, with respect to the above 
had debts of $70,000 would be taxable since the 
taxpayer had enjoyed a reduction in his income tax 
liability to the extent of $70,000 because of the bad 
debt reduction. If, on the other hand, the bank had 
earned. before considering bad debts, say, $40,000, 
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and deducted bad debts of $60,000 showing on the 
return a net loss of $20,000—then the taxpayer has 
had the benefit of a reduction in his income tax lia- 
bility on $40,000 of bad debts and has had no benefit 
on $20,000 of bad debts written off. 

The Commissioner could have applied one of sev- 
eral possible methods of treatment of recoveries on 
the $60,000 of bad debts in the last illustration; for 
instance, he could consider (a) all recoveries up to 
$40,000 as income subject to income tax; or, (b) he 





“CO, oad 
reasury Decision 4958 attempts to 


effect a compromise between the intent of the bankers to have 
all federal taxes of reorganized banks (accruing during the 
period of liquidation of deferred certificates), cancelled, and the 
previous intent of the Internal Revenue Department merely 
to defer the collection of such taxes.” 





could consider all recoveries up to $20,000 as income 
not subject to income tax; or, (c) he could consider 
a ratable portion of each dollar of recovery as income 
subject to income tax. 


In J. T. 3172 issued March 14, 1938, the Commis- 
sioner decided to treat recoveries on the $60,000 (in 
the above illustration) by considering that one-third 
(14), viz.; 

$20,000 bad debts unavailed of as a deduction 


$60,000 total bad debts 


(using the figure in the above illustration) of the full 
amount of each bad debt recovered is not subject to 
tax and that the amount in excess of one-third (%) 
of each original bad debt is subject to tax. 

On February 27, 1939, the General Counsel issued 
G. C. M. 20854 reversing ruling J. T. 3172. G. C. M. 
20854 says that before any recoveries are reportable 
for any year as being subject to tax the taxpayer must 
have recovered a total amount from all the items 
written off during any year equal to that part of the 
bad debts which did not give him a tax advantage 
or $20,000 in the illustration as per method (b) above. 

G. C. M. 18525 is based on an interpretation of 
Article 191, Regulations 77 issued for the year 1932 
and is applicable to all years since 1931. 

It would seem that the Regulations issued from 
1928 to the present date covered the subject of bad 
debt recoveries of banks and other taxpayers. ‘The 
Regulations on this subject read: 





“Any amount subsequently received on account of a bad 
debt or on account of a part of such debt previously charged 
off and allowed as a deduction for income tax purposes must 
be included in gross income for the taxable year in which 
received.” 

The regulation did not say (although it might have 
been inferred) that if the original deduction did not 
benefit the taxpayer (bank or otherwise) then the 
recovery in a subsequent year would not be con- 
sidered income. G. C. M. 18525 states positively, that 
the word “allowed” as used in the above quotation 
means not merely deducted, but deducted to the 
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advantage of the taxpayer. ~The memorandum reads 


as follows: 


“(o) If a debt has been so ascertained to be worthless 
either in whole or in part, in any particular year, but has 
not been allowed as a deduction for income tax purposes in 
whole or in part as the case may be, amounts subsequently 
collected on account of such debt are not required to be 
included in gross income for the year of such receipt (Arti- 
cle 191, Regulations 77; Article 23 (k)-1, Regulations 86 and 
94).” 


And to clarify the subject further G. C. M. 18525 
reads 


“The deductions for bad debts contemplated by the clause 
‘allowed as a deduction for income tax purposes’—referred 
to deductions for bad debts which accomplished a reduction 
in tax liability and do not refer to deductions for bad debts 
in cases in which the taxpayer on account of other allowable 
deductions had no net income irrespective of the deduction 
for bad debts.” 


Relief under 1938 and 1939 Revenue 
with Respect to Reorganized Banks 


Acts 


During the depression years, 1932-1936, many 
otherwise insolvent banks were enabled to reorganize 
and resume business by arranging with the de- 
positors to have them waive their claims against 
certain assets (the marketable securities, etc.) of the 
bank. The depositors were given some instrument 
usually styled “deferred certificate,’ which recited 
that the holder would be paid the amount owing, as 
indicated on the deferred certificate, out of the pro- 
ceeds to be realized from the ultimate sale of certain 
assets (unmarketable securities) set aside by the bank 
and/or out of future earnings of the bank. The title 
in the assets set aside was generally retained by the 
bank but the accounts of the assets were set up on 
a set of books separate from the bank’s regular books 
and such assets were known as segregated assets; 
or, title was in the deferred certificate holders; or 
in a trust which issued its own form of beneficial 
interest ; or, title was in some other agency. 

In preparing income tax returns where the title 
was retained in the bank, the income, losses and ex- 
penses, resulting from the operations of the bank and 
the liquidation of the segregated assets were properly 
combined in one return. But, where the title to the 
segregated assets was in a trust the department held 
that the income arising from transactions in these 
segregated assets belonged to the bank and should be 
added to the bank’s income but book losses of the 
trust could not be availed of by the bank as a deduc- 
tion until the termination of the trust. 

In order to overcome some of the difficulties indi- 
cated above and to expedite payment to deferred cer- 
tificate holders, Congress included in the 1938 
Revenue Act a new section which relieves banks 
(that have agreed to pay deferred depositors out 
of future income or out of certain segregated assets) 
or relieves trusts or other agencies (holding title to 
assets segregated) as indicated above, from the lia- 
bility for income taxes for the period during which 
the bank replenished its funds (out of earnings or 
out of the proceeds realized from the disposition of 
the segregated assets) to the full amount waived by 
the depositors. 

Prior to the passing of the 1938 Act the Bankers’ 
Associations of a number of the states, urged that 
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legislation be enacted to relieve reorganized banks 
from their federal tax liabilities. As a result of their 
efforts, Congress enacted section 818 as part of the 
1938 income tax law. It was the thought of some of 
the Bankers’ Associations that this section would 
cancel federal tax liabilities of reorganized banks. 

Unfortunately, the section, as written into the 1938 
law, was coupled with a provision enacted March 1, 
1879, to relieve bankrupt banks of their federal tax 
liabilities. 

In applying the 1879 statute the Court of Claims 
in a decision rendered in 1881 (Johnston v. United 
States (1881) 17 Ct. Cls. 157) said that the purpose 
of the statute was to aid depositors of defunct banks 
and not the banks as such. 

The Internal Revenue Department interpreted the 
section in the 1938 Act as if it were intended not to 
aid reorganized banks but rather to aid the depos- 
itors of such banks. The result was that the section 
in the 1938 law served little or no purpose to reor- 
ganized banks. The section reads as follows: 


“SEC. 818. TAXES OF INSOLVENT BANKS 
“Section 22 of the Act of March 1, 1879 (20 Stat. 351; 
U. S. C. 570), is amended to read as follows: 


“ ‘Sec. 22. (a) Whenever and after any bank or trust 
company, a substantial portion of the business of which 
consists of receiving deposits and making loans and dis- 
counts, has ceased to do business by reason of insolvency 
or bankruptcy, no tax shall be assessed or collected, or paid 
into the Treasury of the United States on account of such 
bank, or trust company, which shall diminish the assets 
thereof necessary for the full payment of all its depositors; 
and such tax shall be abated from such national banks as 
are found by the Comptroller of the Currency to be insolv- 
ent; and the Commissioner of Internal Revenue, when the 
facts shall appear to him, is authorized to remit so much of 
the said tax against any such insolvent banks and trust com- 
panies organized under State law as shall be found to affect 
the claims of their depositors. 

“*(b) Whenever any bank or trust company, a substantial 
portion of the business of which consists of receiving de- 
posits and making loans and discounts, has been released or 
discharged from its liability to its depositors for any part 
of their claims against it, and such depositors have accepted, 
in lieu thereof, a lien upon subsequent earnings of such bank 
or trust company, or claims against assets segregated by 
such bank or trust company or against assets transferred 
from it to an individual or corporate trustee or agent, no tax 
shall be assessed or collected, or paid into the Treasury of 
the United States on account of such bank, or trust com- 
pany, such individual or corporate trustee or such agent, 
which shall diminish the assets thereof which are available 
for the payment of such depositor claims and which are 
necessary for the full payment thereof. 

“*(c) Any such tax so collected shall be deemed to be 
erroneously collected, and shall be refunded subject to all 
provisions and limitations of law, so far as applicable, relating 
to the refunding of taxes, but tax so abated or refunded after 
the date of the enactment of the Revenue Act of 1938 shall 
be reassessed whenever it shall appear that payment of the 
tax will not diminish the assets as aforesaid. The running 
of the statute of limitations on the making of assessment 
and collection shall be suspended during, and for ninety days 
beyond, the period for which, pursuant to this section, assess- 
ment or collection may not be made, and a tax which has 
been abated may be reassessed and collected during the time 
within which, had there been no abatement, collection might 
have been made. 

“*(d) This section shall not apply to any tax imposed by 
the Social Security Act.’” 


The department interpreted the foregoing sec- 
tion 818 to mean: first, that relief would be given only 
in cases where tax payments had been made by reor- 
ganized banks after the effective date of the section, 
namely, May 28, 1938; and, second, that the liability 
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for federal taxes of such reorganized banks was not 
cancelled, but merely that payment of the tax liability 
was to be postponed until such time as the bank’s 
liability to certain of its depositors had been paid 
out of the future earnings of the bank, or out of the 
proceeds of assets segregated for the payment of 
claims of such depositors; third, that when proceeds 
from future earnings or from segregated assets 
amounted to the bank’s liability to certain of its de- 
positors, then the entire liability for such deferred 
taxes would become due, together with accumulated 
interest at 6% annually from the original due date. 

On January 16, 1939, the department issued 
T. D. 4882 which clarified the above section, but gave 
no relief as to the liability for past and future income 
taxes and interest, as indicated above. In addition, 
T. D. 4882 specifically said that “tax properly col- 
lected in accordance with the section prior to amend- 
ment, may not be refunded thereafter even though 
collection after the effective date of the amendment 
would have been contrary to the amended section,” 
which nullified much that was hoped for in proposing 
section 818 of the 1938 Act and was contrary to the 
intent, purpose and meaning of the section. 


To remedy the situation indicated above, Congress 
inserted a clause in the 1939 Revenue Act styled sec- 
tion 406, which clearly stated that banks should be 
given relief, as indicated under section 818 of the 
1938 Law whether or not refund claims were made 
for taxes paid before or after the effective date of 
the 1938 Act. This section reads as follows: 


Section 406 of the Revenue Act of 1939 (Public, No. 155, 
Seventy-sixth Congress, first session)— 


SEC. 406 INSOLVENT BANKS 


(a) Section 3798 (c) of the Internal Revenue Code is 
amended to read as follows: 


(c) (1) Any such tax collected, whether collected before, 
on, or after the date of the enactment of the Revenue Act of 
1938, shall be deemed to be erroneously collected, and shall 
be refunded subject to all provisions and limitations of law, 
so far as applicable, relating to the refunding of taxes. 

(2) Any tax, the assessment, collection or payment of 
which is barred under subsection (a) of this section, or any 
such tax which has been abated or remitted after May 28, 
1938, shall be assessed or reassessed whenever it shall appear 
that payment of the tax will not diminish the assets as aforesaid. 

(3) Any tax, the assessment, collection, or payment of 
which is barred under subsection (b) of this section or any 
such tax which has been refunded after May 28, 1938, shall 
be assessed or reassessed after full payment of such claims 
of depositors to the extent of the remaining assets segre- 
gated or transferred as described in subsection (b). 

(4) The running of the statute of limitations on the mak- 
ing of assessment and collection shall be suspended, during, 
and for ninety days beyond, the period for which, pursuant 
to this section, assessment or collection may not be made, 
and a tax may be reassessed as provided in paragraphs (2) 
and (3) of this subsection, and collected, during the time 
within which, had there been no abatement, collection might 
have been made. 

(b) The term “agent” as used in 3798 (b) of the Internal 
Revenue Code shall be deemed to include a corporation act- 
ing as a liquidating agent. 

(c) The amendments made by this section shall be effec- 
tive as of the date of enactment of the Revenue Act of 1938. 


It seems that whereas the bankers had hoped to 
obtain full relief for the reorganized banks as well 
as for the depositors who had accepted deferred cer- 
tificates, in lieu of their original claims against the 
assets of the bank, the Internal Revenue Department 
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in accordance with the dictum of the Court relating 
to the 1879 law, persisted in giving a narrow inter- 
pretation to the new law. 


On December 26, 1939, there was issued by the 
Department a new ruling, T. D. 4958, which revoked 
the previous T. D. 4882, referred to above. 

In the new Treasury Decision there seems to be an in- 
tent to get closer to what the bankers had hoped for in 
having section 818 enacted in the 1938 Act and sec- 
tion 406 enacted in the 1939 Act, namely, to have 
the liability of reorganized banks for federal taxes 
cancelled absolutely. The new T. D. 4958 does not 
yet give that full relief, but makes a distinction be- 
tween (1) cases where the deferred certificate holders 
have agreed to look to the future earnings only of 
the reorganized bank; and (2) cases where such 
certificate holders have agreed to await payment to 
themselves, only out of the proceeds of specified or 
segregated assets. 

With respect to the first class of cases, namely, 
where payment to the deferred certificate holders is 
to be made only out of future earnings of the reor- 
ganized bank, the government cancels the bank’s 
liability for federal taxes accruing from the date when 
the depositors accepted deferred certificates for their 
claims to the date when such earnings shall have 
aggregated the amount originally owing to the de- 
ferred certificate holders. 

With respect to the second class of cases, namely, 
where payment to deferred certificate holders is to 
be made only out of proceeds from segregated assets, 
liability for federal taxes is not cancelled. The pay- 
ment of the income tax liability is deferred until such 
deferred certificate holders have been paid in full out 
of the proceeds of the segregated assets. If such pro- 
ceeds exceed the liability to the deferred certificate 
holders then the tax withheld (together with interest 
at 6% per annum from the date when such tax ac- 
crued to the date of payment of the tax) is payable 
out of the excess. Where the deferred certificates are 
secured both by a part of the future earnings of the 
reorganized bank and also by segregated assets then 
the tax on the earnings not pledged will be payable 
out of the proceeds from segregated assets after 
deferred certificate holders have been paid. 

In other words T. D. 4958 attempts to effect a com- 
promise between the intent of the bankers to have 
all federal taxes of reorganized banks (accruing dur- 
ing the period of liquidation of deferred certificates), 
cancelled, and the previous intent of the Internal 
Revenue Department merely to defer the collection 
of such taxes. 

In view of the aforementioned relief provisions in 
the Internal Revenue Acts and Regulations with re- 
spect to income taxes on: 


(1) Gains and losses on bonds sold; 


(2) Recoveries on accounts and notes receivable, bonds 
and mortgages; and, 


(3) With respect to all federal taxes (other than social 
security taxes) assessed or paid by reorganized banks, 

all banks affected should re-examine their income tax 
returns for the past several years, and reorganized 
banks should determine anew whether or not they 
are entitled to immunity from federal taxes assessed 
or to be assessed, and to refunds for federal taxes paid. 











































































































































































































































which, while addressed to the employees of 

the Bureau of Internal Revenue, was published 
in the weekly Internal Revenue Bulletin. The public 
release of this Treasury Decision had the effect, as 
undoubtedly was the intention, of placing the tax- 
paying public on notice that the Bureau was insti- 
tuting a new drive on corporate taxpayers, and 
would attempt to impose the surtax on improper ac- 
cumulation of surplus. Since its rates are 25 percent 
on the first $100,000 of section 102 net income and 35 
percent thereafter, which rates are in addition to the 
regular corporate normal tax and excess profits tax, 
it necessarily follows that taxpayers are gravely con- 
cerned with the possible implications such a drive by 
the Bureau might entail. 


There has been no comment by the Bureau which 
might explain the renewed activity respecting section 
102. There have been other drives, the latest one 
being in 1936, in connection with the 1934 Act. That 
drive, like its predecessors, seems to have dropped 
into oblivion fairly soon. Since these early attempts, 
however, the section has been amended to make sec- 
tion 102 an enforceable measure, and the success which 
formerly was lacking may very likely be present in 
this new drive. 


()* July 26, 1939, there was issued T. D. 49141 


One reason which has been advanced as to why 
T. D. 4914 was issued is that the administration, com- 
mitted to the principle of taxation which was the 
foundation of the surtax on undistributed profits— 
namely, to tax the unwarranted retention of corporate 
earnings which resulted in a mal-distribution of wealth 
—and being thus committed, and nevertheless having 
been required to abandon the undistributed profits 
surtax, is attempting to achieve a greater distribution 
of corporate earnings by the threat of the section 102 
surtax. The word “ihreat” is important. It is felt 
that T. D. 4914 was intended to have a psychological 
effect on corporate taxpayers in 1939, which, although 





Address delivered before the Federal Tax Forum, New York 
City, Oct. 13, 1939, 
** Attorney at Law, New York City. 
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not required to declare dividends, would nevertheless 
do so for fear of possible surtax liability. Undoubtedly, 
T. D. 4914 will have this effect. 


However, the Treasury Decision is not prospective 


only. It applies to the examination of all returns 
which are still open under the three-year statute of 
limitations. In the usual case, the years 1936, 1937 
and 1938 are the only tax years open. The years 1936 
and 1937 were those when the stringent surtax on 
undistributed profits was in effect. And although it 
is possible to impose section 102 for those two years, 
since most taxpayers did make distribution, it is not 
believed that any attempt will be made to do so. 
This belief is further substantiated by comments from 
Internal Revenue agents, who are doing 1938 audits, 
that they are not required to investigate surplus ac- 
cumulations for earlier years in order to determine the 
possibility of imposing the surtax for such years. The 
belief is further substantiated by the fact that no 
attempt has been made to re-open audits which have 
already been completed. It can be stated with a 
fairly definite sense of assurance that if 1936 and 
1937 have already been audited, no attempt will be 
made by the Bureau to re-open and assess a section 
102 surtax,—assuming, of course, no circumstances 
which would make such re-opening mandatory, as in 
the case of fraud. 

In respect of the tax year 1938, however, T. D. 491 
is applicable. How far the Bureau will go in this 
connection, is still moot. When the administration 
abandoned the undistributed profits surtax, it was 
advised that it still had the weapon of section 102. 
And if the section, as strengthened by the amend- 
ments of 1936, 1937, and 1938, was still of no efficacy, 
it could request the re-enactment of the surtax on 
undistributed profits. So it is quite possible that the 
drive, while intense, may be carried on half-heartedly, 
so that by disclosing a record of failure, section 102, 
as amended, would again be discredited and the old 
surtax on undistributed profits might be restored. It 
is equally possible that the drive may be vigorous, 
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with a goal of success, and if successful, the adminis- 
tration will achieve its aim without the enactment of 
a surtax on undistributed profits. In passing, it is 
interesting to note that a surtax on undistributed 
profits is easier to administer and enforce than the 
surtax on improper surplus accumulation. 

But whether the Administration will assess section 
102 deficiencies expecting to lose or to win, it seems 
that the drive is to start on the 1938 returns. There 
are about 190,000 corporations in the United States 
which file returns. Of these, 90 percent file Form 
1120-A, and pay the tax imposed by section 14 on 
corporations having net incomes of not more than 
$25,000. Corporations subject to this tax are not re- 
quired to pay out any dividends, and receive no credit 
even if they do. The result was that 90 percent of 
the corporations in the country, having paid out the 
earnings or profits of the previous two years, anxious 
to set up a surplus “cushion” for plant expansion and 
other purposes, did not distribute in 1938. As to 
these corporations, since their income was small, the 
threat of section 102 means an additional 25 percent 
tax. It is this type of corporation which falls within 
one of the five classes of corporations which are the 
target of T. D. 4914. But while the smaller corpora- 
tion will be the chief target, it should be expected that 
the other corporations, having net incomes over $25,000, 
will likewise not be immune. Especially is this be- 
lieved to be true of these corporations which were 
the subject of the “third-basket” tax—an attempted 
tax aimed at closely-héld operating companies. 


Therefore, it can be expected that many section 102 
deficiencies will be set up for 1938. It is a moot point, 
at this time, as to how anxious the Bureau is to 
succeed, since its success will shatter the possibility 
of restoring the surtax on undistributed profits. As 
always, the small corporation may find it more advis- 
able to pay a deficiency than to contest the tax—since 
the cost of litigation is expensive. Moreover, it is 
not certain that the present “drive” will be short- 
lived, unless a surtax on undistributed profits is en- 
acted as part of a War Excess-Profits Tax. 


Background of Surtax on Improper 


Accumulation of Surplus 


Fully aware that the Bureau will carry on a rather 
intensive drive, similar to the one which followed 
T. D. 4422 relative to depreciation, it behooves one to 
consider the background of this surtax, since an un- 
derstanding of its creation will help in the determina- 
tion of its applicability. 

Section 102 provides a method by which Congress 
can cope with the tax-saving device of transferring 
income-producing property to a corporation and per- 
mitting the latter to retain the earnings and to pay 
the corporation normal tax, which rate of tax would 
be less than the normal and surtax rate would be on 
the individual had he received the income directly. For 
example, a married man having no dependents and 
entitled to the maximum earned income credit, has 
an income of $1,000,000 from a sole proprietorship 
engaged in manufacturing. Under existing law his 
tax is $679,044. On the other hand, if he forms a 
corporation, the corporation pays a tax on $1,000,000 
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income of $190,000. Thus, there is a tax saving of 
$489,044. This tax saving represents the differential 
between the total of the normal tax and surtax 
($679,044) which the stockholder would have paid, 
had he personally received the $1,000,000 and paid the 
tax thereon, and the amount of the corporate tax 
($190,000) paid by the corporation. (A calculation 
will indicate that in the above case, it would be 
cheaper for the sole stockholder to have the corpora- 
tion retain the earnings and pay the section 102 sur- 
tax, since the total corporate taxes of 19 percent and 
35 percent, or 54 percent, would still be less than the 
68 percent rate he otherwise would be required to pay.) 

Since this tax-saving device, viz., incorporation of 
a business and accumulation of earnings, was simple 
and easily availed of, the remedy was in the adoption 
of such measures as would compel corporations to 
distribute their earnings. In coping with this problem, 
Congress attempted to tax the individual stockholders 
for their pro rata share of the corporate gains and 
profits as though they were actually distributed. This 
method was used under the Revenue Acts of 1913, 
1916, 1917 and 1918, applying to the years 1913 to 
1920 inclusive. But this method was ineffective and 
in 1921, the second method, the one in use today, was 
adopted. To discourage the retention of profits in 
order to avoid the tax on the individuals, the law 
imposes a surtax against the corporation rather than 
the stockholders. This additional tax imposes a flat 
rate tax and has no necessary relation to the surtaxes 
which the stockholders would be required to pay, had 
the corporation made a distribution of earnings. Here 
again, if the facts are such that if the earnings were 
distributed the individual surtax would be less than 
the 25 percent imposed by section 102, and it is thought 
that due to the making of large loans to the stock- 
holder there is a very good possibility of a section 102 
deficiency, it would be advisable to pay out the cor- 
porate earnings by declaring a dividend and crediting 
the stockholder’s account, or by some other appro- 
priate manner. 

Since its enactment in the 1921 Act, the provision 
has been amended: (1) to provide for the reporting 
of their pro rata shares of the corporate income by 
the individual stockholders, which amendment came 
in with the 1926 Act and went out with the 1938 Act; 
(2) to except from its application corporations sub- 
ject to the surtax on personal holding companies ; 
(3) to include in its scope subsidiary corporations ; 
(4) to make a holding or investment company prima 
facie subject to the surtax; and (5) to shift the bur- 
den of proof on the corporation to prove that it does 
not have as a purpose the avoidance of surtax on the 
stockholders. There were other amendments,—a 
complete list, however, is not intended, but rather 
merely an indication of the trend of these changes. 

Thus, the surtax on improper accumulation of sur- 
plus has been a weapon available in one form or the 
other, since 1913, to compel corporations to distribute 
their earnings. Only in recent years, however, has 
any attempt at enforcement been made. For that 


reason, it can be said that there is comparatively 
little judicial interpretation of this particular statu- 
tory provision. 



































































































































































































































































































































74 TAX ES—The 


Constitutionality of Section 102 


The constitutionality of the 1921 predecessor of the 
present section 102 was ruled upon and held constitu- 
tional by the U. S..Circuit Court of Appeals, Second 
Circuit, in United Business Corp. of America v. Com- 
missioner? In the case of Williams Investment Co. v. 
U. S.,3 the Court of Claims gave an extensive review 
and held that the section, as contained in the 1924 
and 1926 Acts, was constitutional. The question of 
constitutionality of the 1928 provision was conceded 
by the taxpayer in Helvering v. National Grocery Co.,* 
decided by the Supreme Court on May 16, 1938, but 
it was claimed that it was inapplicable to a legitimate 
operating business. The Supreme Court rejected this 
contention and held the provision constitutional. 


In view of the close similarity of section 102 with 
its predecessors, it is doubtful whether any attacks 
will be made as to its constitutionality. Moreover, it 
seems that the present bench of the Supreme Court 
still contains a majority of liberals who would follow 
their previous decision. In any event, it is outside 
the scope of this article to discuss the constitutional 
aspects of the section. In the ensuing discussion, it 
is assumed that it is constitutional. 


Section 102 and the Forbidden Purpose 


There is one condition precedent which must be 
present before the surtax may be imposed. This is 
the provision which is contained in section 102 (a) 
reading: 

“* * %* if such corporation, however created or organized, 
is formed or availed of for the purpose of preventing the 
imposition of the surtax upon its shareholders or the share- 
holders of any other corporation, through the medium of 
permitting earnings or profits to accumulate instead of being 
divided or distributed, * * *.” 

Thus, it must be shown that the purpose of prevent- 
ing the imposition of the surtax upon its shareholders 
is present. If there is no such purpose, the surtax 
may not be imposed. Perhaps the difficulty of ascribing 
such purpose to a corporation whose stock is widely 
held accounts for the fact that there is no case on 
record of the assessment of a section 102 deficiency 
against a widely-owned corporation. Without the 
presence of such purpose, section 102 is inapplicable. 

Again, the statute prescribes the method by which 
this purpose is to be carried out, viz.—‘* * * through 
the medium of permitting earnings or profits to ac- 
cumulate instead of being divided or distributed * * *.” 
This medium must likewise be present. Thus, sec- 
tion 102, before it is capable of being applied, must 
find a case where the corporation was formed or 
availed of for the purpose of avoiding the surtax on 
stockholders, and the avoidance must be carried out 
through the medium of permitting gains and profits 
to accumulate. 

It is conceivable that volumes could be written re- 
specting each phrase in the statute. First, the statute 
applies only to corporations. This would thus exclude 
any other type of tax-paying entity which is not taxed 





262 F. (2d) 754, aff'g 19 BTA 809, 3 ustc § 1039, 11 A. F. T. R. 1373; 
certiorari denied, 290 U. S. 635, 54 S. Ct. 53. 


33 F. Supp. 225, 3 ustc 7 1092, 12 A. F. T. R. 671. 
4 304 U. S. 282, 58 S. Ct. 932, 38-2 ustc § 9312, 20 A. F. T. R. 1269. 
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as a corporation. It is possible that business trust 
“A” is taxable as an association and is thus subject 
to section 102, whereas business trust “B” is a trust, 
taxable as such, and since not subject to corporate 
taxes, exempt from section 102. Again, it is essential 
that the corporation is neither one which is wholly 
exempt from taxation, nor a personal holding com- 
pany expressly exempt from section 102 surtax. 

The next phrase in the statute is “however created 
or organized.” No express significance attaches to 
this phrase. The legislative history indicates that it 
first appeared in the 1921 Act and no explanation was 
given for its inclusion. Presumably it was intended 
as a catch-all, to make the statute applicable not only 
to those taxpayers which were corporations, but also 
to those entities which were taxable as such. 

Continuing, we find the phrase, “is formed or availed 
of.” Since section 102 imposes a surtax on the net 
income for the taxable year, its terms are applicable 
only to the situation within the taxable year. Thus, 
a corporation may have been formed for a certain 
purpose in 1930, and in 1938 the purpose may be 
changed to that of avoiding the surtax on the indi- 
vidual. Here, although not formed for that reason, 
it was availed of for the forbidden purpose, and sec- 
tion 102 is applicable. This is the situation which 
was involved in William C. de Mille Productions, Inc.® 
The corporation was not formed, or, during its first 
three years, availed of for the forbidden purpose. 
In 1926, however, the Board found that a new attitude 
had arisen, a new purpose to avoid the surtax on indi- 
vidual shareholders, and thus, since it was availed of, 
it was subject to the surtax. 


Suppose, however, a corporation was formed for 
the purpose, but was not availed of during the year. 
Here it would seem that section 102 would be appli- 
cable. Although there is no case squarely in point, 
the statement by the Board in Nipoch Corporation,® 
is pertinent: 

“The Commissioner has been sustained in applying section 
104 and its predecessors in a number of cases. But in each of 
these cases there has been a finding that the corporation was 
‘availed of’ within the taxable year for the purpose described 
in the statute. No case has come to our attention where the 
Commissioner has been sustained solely on the ground of the 
purpose for which a corporation was ‘formed.’ However in 
at least two cases there are statements to indicate that that 
purpose alone would be sufficient. Saenger, Inc., v. Commis- 
stoner, 84 Fed. (2d) 23, affirming 33 BTA 135; Rands, Inc., 


34 BTA 1094.” 

It is submitted that if the principle is upheld,— 
that the mere formation of a corporation for the pur- 
pose of avoiding surtax on individuals incurs section 
102 liability, even though not so availed of,—then 
the incorporation of many one-man organizations will 
cease, and those which are in existence may be in for 
a good deal of litigation. Suppose Mr. Jones incor- 
porated his retail store in 1925, primarily because he 
wanted limited liability and other corporate advantages, 
and desired the ease of administering his estate and 
effecting distribution at his death. Likewise, as is nat- 
ural, his accountant advises him that the corporation 





5 30 BTA 826, petition for review dismissed without opinion, CCA-9, 
80 F. (2d) 1010, 17 A. F. T. R. 167. 


° 36 BTA 662. 
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must now pay a tax on the income from the store. To 
Jones, who has been in the habit of ploughing back 
his profits into his business, it does not matter whether 
he ploughs it back or the corporation does. Every- 
thing rolls merrily along until the “crash,” when 
Jones’s corporation is in the red. By dint of Jones’s 
personal deprivation, the corporation is just over on 
the black side—has made a fair profit—and good 
business judgment requires that it be ploughed back. 
The Commissioner could come along and say, “Mind 








“When it is considered that T. D. 4914 and its administra- 
tion are rapidly becoming as much of a ‘business irritant’ as the 
old surtax on undistributed profits, and that business men are 
expressing their dissatisfaction with this new drive, it would 
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To call two strikes on a corporation merely because of 
certain intentions at the time of its formation would 
be inequitable, especially if the corporate aims are 
not the same as those at the time of original organi- 
zation. In conclusion, therefore, it is believed that 
the fact that the forbidden purpose existed at the 
time of incorporation should not be the test in a later 
year, but rather, the test at all times should be as to 
whether the corporation was availed of for the for- 
bidden purpose in the taxable year in question. 

We next come to that part of the statute 
which sets forth the purpose to avoid 
surtax. Nowhere therein is there any 
mention of an unreasonable accumulation 
of surplus. The only mention respecting 
this feature is in subsection (c), which is 
to the effect that if the accumulation is 
beyond the reasonable needs of the busi- 
ness, it shall be determinative of the pur- 


seem that the Bureau will not assert a section 102 deficiency pose. Yet most people believe that there 


against the true operating corporation which has valid reasons 


for an accumulation of surplus.” 


yvou—this accumulation is reasonable, and I am not say- 
ing you were availed of for the purpose of avoiding 
any individual surtax on Jones, but you were formed 
for that purpose, and that makes section 102 applicable.” 
Jones would then be required to litigate his state of 
mind in 1926. And under the new rules, the Com- 
missioner, once Jones refused to sign an 870, could 
determine that the accumulation was unreasonable, 
thus throwing the burden on Jones to prove what the 
purpose was, and that the accumulation was reason- 
able. Just as the Board has recognized that a cor- 
poration not formed for the forbidden purpose but 
later that purpose is assumed and availed of, so that 
section 102 then becomes applicable, so likewise the 
rule should at least be that the taxpayer has the 
right to show a change from the forbidden purpose 
at the time of formation to a legitimate purpose 
subsequently. 


But a doubt arises as to whether the test suggested 
above is sufficient. After all, a corporation cannot 
itself formulate and carry out any purpose save through 
the conception and execution of the individuals who 
control the corporation and administer its affairs. So, 
in order to show a corporation has the forbidden pur- 
pose, the purpose of the individuals is imputed to it. 
But the purpose of the individuals may change. In 
fact, it may change each year. In the Wm. C. de Mille 
Productions case, supra, a change from a legitimate 
purpose to the forbidden purpose was recognized. 


Conversely, the reverse situation should be recognized. 
And if this last is recognized, you may have a situa- 
tion where you have the forbidden purpose in 1936, 
legitimate in 1937, the forbidden purpose in 1938, etc. 
If, from 1937 on, the purpose was legitimate but since 
originally the purpose was the forbidden one, the cor- 
poration is nevertheless subject to section 102, then 
the law is imposing a burden that was never intended. 
The more efficient way would be to base liability on 
the question of whether the corporation was availed 
of for the forbidden purpose during the taxable year. 





is a double test, (a) the purpose, and (b) 
the unreasonable accumulation. In truth, 
there is only one—the purpose. If the 
purpose is shown to exist and to have been 
availed of, then it is unnecessary that the 
accumulation be beyond the reasonable 
needs of the business. As a matter of fact, the ac- 
cumulation could be reasonable, but since the purpose 
was bad, section 102 would be applicable, as in the 
United Business Corp. case, supra. It is only where 
it is necessary to prove the existence of the forbidden 
purpose which was availed of, that it has been neces- 
sary to consider whether the accumulation is beyond 
the reasonable needs of the business. 


Presumptions Regarding Purpose 


Since the first surtax on improper accumulation of 
surplus was enacted, the law has provided that the 
fact that any corporation is a mere holding (or invest- 
ment) company shall be prima facie evidence of a 
purpose to avoid surtax upon shareholders. The 
legislative history of the 1924 Act, when investment 
companies were added, indicates that the Secretary 
of the Treasury stated: 

“It is quéstionable whether any investment company could 
have a surplus beyond the reasonable needs of its business, 
since its sole business was to invest * * *,” 
as his reason, why the Treasury could not enforce the 
surtax. The result was to include such companies in 
the “presumption” provision. But these presumptions 
are not conclusive. They are rebuttable. However, 
the burden of proving the non-existence of the im- 
proper purpose is placed upon the taxpayer. Thus, 
likewise, where a corporation accumulates its earn- 
ings beyond the reasonable needs of the business, the 
presumption is that the purpose is to avoid the sur- 
tax. Originally, this presumption was coupled with 
the other two presumptions, but in order for this last 
to apply, it was necessary to prove “purpose,” and 
this was difficult for the Commissioner to do, with 
the result that the law was changed to read as it is at 
present—namely, a shift of the burden of proof on to 
the corporation. 

It is important to bear in mind that none of the 
presumptions is conclusive and irrebuttable. The tax- 







































































































































































































































































































































































76 





payer at all times has the right to prove that the 
accumulation was reasonable. The change in the 
1938 Act merely makes it more difficult for the tax- 
payer to contest a section 102 proposed assessment. 


Evidence of the Purpose 


The Courts and the Board have consistently stated 
that purpose to avoid surtax is exceptionally difficult 
of proof, but that the fact that there is difficulty does 
not eliminate the necessity to prove it. In so proving, 
not only the facts relating to the formation, etc., but 
also all other circumstances may be taken into account 
in the determination as to whether the purpose existed. 


Dealings with Stockholders—Loans 


Art. 102-2, Regulations 101, lists as one of the cir- 
cumstances which might be construed as evidence of 
purpose: 





“(1) Dealings between the corporation and its shareholders, 
such as withdrawals by the shareholders as personal loans or 
the expenditure of funds by the corporation for the personal 
benefit of the shareholders.” 

This particular circumstance is listed as one of the 
four types in which a Revenue Agent is required to 
make specific recommendation as to whether section 
102 should be applied, under T. D. 4914, as follows: 

“(3) Corporations which have advanced sums to officers or 
shareholders in the form of loans out of undistributed profits 
or surplus from which taxable dividends might have been 
declared.” 

The Commissioner of Internal Revenue has some 
excellent authority to back up a section 102 deficiency 
based on this type of evidence. Most of the cases 
involving loans to stockholders involved corporations 
which are of the holding company type, and it might 
be inferred that in the case of an operating company, 
such loans should not have such evidentiary weight. 
But the Supreme Court in the National Grocery case, 
supra, killed any such happy illusion, and found that 
loans to the stockholder were evidence of the pur- 
pose to avoid surtax, quoting from United Business 
Corp., supra: 

“These loans are incompatible with a purpose to strengthen 
the financial position of the petitioner, but entirely accord 
with a desire to get the equivalent of his dividends under 
another guise.” 

The Supreme Court took a very practical attitude 
and in effect held that unless it can be shown that a 
conceivable expansion might take place requiring the 
utilization of the surplus, the mere lending of it to a 
stockholder would be indicative of a purpose to avoid. 

Beyond a doubt, the existence of “Due from Officers” 
accounts on the books is going to put the corporation 
‘on the spot’. It will be necessary to show that the 
loan is bona fide and it is intended that it will be 
repaid at a definite time in the very near future 
(usually this is not the case), that it is evidenced by 
a note (and usually it is not), that interest is being 
paid «heme and that the loan has no relationship to 
the amount of dividends to which the stockholder 
might be entitled. And then, after all this is shown, 
it will be necessary to show that the surplus accumu- 
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lation is required in the business and that the loan 
due from the stockholder is capable of repayment 
immediately upon the occurrence of the contingency 
for which the surplus was being accumulated. In 
other words, loans to stockholders will have to be 
shown to be in the same category as other invest- 
ments, and from that point on, it will be necessary to 
prove the reasonableness. 


It would seem that the Commissioner would thus 
have an excellent case against many one-man cor- 
porations. Although his finding is as to unreasonable 
accumulation, the taxpayer must prove the accumula- 
tion was reasonable and the absence of purpose. 
Usually, the weight of carrying this burden of proof 
is going to be more than the taxpayer can handle, and 
it is believed that many settlements will be made. 


Dealings with Stockholders—Personal Benefits 


Instead of a corporation distributing its earnings, 
it constructs a dwelling studio and garage for the 
use of its president, the sole stockholder, who drew 
cartoons for the taxpayer, which paid him a certain 
weekly salary and in turn received weekly payments 
greatly in excess thereof for the use of the cartoons. 
The income so realized by the corporation was in- 
vested in life insurance on the sole stockholder and 
in stocks and bonds. In this case, Reynard Corp.,' 
37 BTA 552, there seems to be no question about 
the applicability of section 102, which was imposed. 
Today, of course, such a corporation, if not disre- 
garded, would be taxable as a personal holding com- 
pany. But it does represent a landmark. It indicates 
that the purchase of insurance on the life of the stock- 
holder may be indicative of a purpose to avoid the 
surtax. 


Again, in Wm. C. de Mille Productions, Inc., a loan, 
to the taxpayer’s principal stockholder of $200,000 to 
effect a divorce settlement was held evidence of the 
purpose to avoid surtax. 


Necessity to Show Entire Absence of Purpose 


It is important to bear in mind, in this connection, 
to overcome the effect of the statute, the Board has 
held that the taxpayer must show not only that there 
was another purpose, but that there was a complete 
absence of the disapproved purpose. Thus, 


stated in R. J. Blaffer & Co. v. Com.:* 


“It is to this complete lack of the condemned purpose that 
its evidence must be directed, and if it does not fairly prove 
an absence of such purpose it must fail, regardless of what 
other purposes it may prove. This is, in our opinion, the 
effect of subdivision (b), and the evidence must be examined 
in its entirety to determine whether it disproves the statutory) 
presumption and the Commissioner’s determination.” 


it was 


The foregoing related to a holding company. It 
can be contended that every corporation, when organ- 
ized, has as one of its purposes, the avoidance of sur- 
tax. In the case of a holding or investment company, 
that purpose is more likely to be a primary purpose. 
It is felt that in the case of a mercantile corporation, 





737 BTA 
8 37 


552. 
BTA 851. 












m- 
tes 
ck- 
the 


an, 
| TO 
the 


jon, 
has 
SFC 
lete 
Was 


that 
rOVE 
vhat 

the 
inecl 
tory 


It 
yan- 
sur- 
any, 
ose. 
10N, 








February, 1940 


greater elasticity will be allowed, and only in a clear- 
cut case of accumulation beyond the reasonable needs 
will the Bureau attempt to rely on this rule. 


Investment in Securities 


One of the other instances in which specific recom- 
mendation must be made under T. D. 4914 is: “Cor- 
porations which have invested earnings or securities 
or other properties unrelated to their normal business 
activities.” Art. 102-2 is to the same effect, in point- 
ing out that this circumstance may be taken as evi- 
dence of the purpose. A mere holding or investment 
company has no purpose in retaining income received 
except for the purpose of making other investments 
and increasing its surplus. As to such company, there 
is the statutory presumption. The situation is dif- 
ferent in the case of manufacturing, trading, and other 
commercial corporations. 

In the first place, it is not necessary that the cor- 
poration have a right to engage in the securities busi- 
ness. Thus, in U. S. v. R. C. Tway Coal Sales Co.,° 
the corporation had no right to invest in securities. 
Nevertheless, this was held to have no bearing, and 
the case was decided as if the corporation were legally 
entitled to engage in the securities business. The 
regulations do not so state, limiting it to: “The 
business of a corporation is not merely that which it 
has previously carried on, but includes in general any 
line of business which it may undertake.” (Art. 102-3.) 
However, in view of the Rk. C. Tway decision, the fact 
that the securities business is illegitimate would not 
make out a prima facie presumption against the taxpayer. 

In the second place, it is necessary to consider the 
corporation or corporations in whose stock the in- 
vestment has been made. Obviously, if the invest- 
ment is made in an operating subsidiary, which carries 
on the same business as the parent, the situation may 
represent nothing more than the incorporation of a 
branch store. Here, the business of the subsidiary is 
considered that of the parent, and thus, the invest- 
ment constitutes employment of capital and surplus 
in its own business. The Regulation requires, how- 
ever, that the subsidiary be an instrumentality of the 
parent, and that this usually requires that all or sub- 
stantially all of the stock he owned by the parent. 

Suppose, however, that the investment is made in 
a subsidiary, engaged in the same line of business, 
but only 30 percent of the stock is held by the parent. 
Here the question of control would enter. If the 70 
percent is widely scattered, 30 percent might be suf- 
ficient to insure control, and thus, the requirement 
that ‘all or substantially all’ would be met—unless the 
Bureau will take a stand on a mere technicality, which 
is doubtful. 

Again, suppose the same 30 percent ownership, but 
the remaining 70 percent is owned by two competitors, 
and the subsidiary represents a selling agency for all 
three. Here, although the “all or substantially all” 
requirement is absent, it would be difficult to say 
that the parent’s income was not used in its business, 


°75 F. (24) 336, 15 A. F. T. BR. 189, af’e 3 FF. Supp.. 668, 12 
A. F. T. R. 1073, 35-1 ustc f 9123. 
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and it is believed that the Bureau would not attempt 
to impose section 102 on this fact alone. 


Coming to the situation of where the investment is 
in the stock of a subsidiary, but the subsidiary’s busi- 
ness is not exactly that of the parent, it is believed 
that if its business has a reasonable relation to the 
parent’s business, that will be sufficient. As to what 
constitutes a “reasonable relation” may, of course, be 
the subject of dispute. It is felt that if the subsidiary 
is engaged in an operating activity, authorized by the 
charter of the parent, that the Bureau will not be 
too technical.’° 


We come now to the situation where the invest- 
ment is made in a subsidiary which is engaged in 
buying and selling securities. Here the Bureau will 
very likely question it. It would seem that such an 
investment would represent a radical change of the 
parent’s business, and assuming it has a surplus, may 
afford evidence of a purpose to escape the surtax. 


Finally, if the investment is made in securities of 
corporations which are not subsidiaries, such as in 
government bonds, etc., it would seem that such in- 
vestment evidenced the purpose. The taxpayer may 
be able to show, however, that such investments are 
only temporary and are as liquid as cash, and that the 
amount is necessary for working capital purposes. 
This fact may justify the accumulation by investment 
in other securities. 


In general, unless it can be shown that the invest- 
ment is related to the business, it may be considered 
as evidence of a purpose to avoid the surtax. 


Closely Held Corporations 


T. D. 4914 provides that specific recommendation 
be made for: . 


“Corporations, a majority of whose stock is held by a 
family group or other small group of individuals, or by a 
trust or trusts for the benefit of such groups.” 

While the assumption here would seem to be quite 
logical in view of the history of this provision in the 
law, the regulations do not specifically state that this 
is one of the evidences of purpose to avoid the surtax. 
Perhaps a statement to that effect was unnecessary, 
and in the case of holding and investment companies 
it would seem to be true. It is an evidential item of 
extreme importance, on the question of purpose, 
whether the transferors, when they organized the 
corporation, retained assets of substantial amount. 
Thus if all the assets of the transferors are transferred, 
there is that much stronger evidence of purpose. At 
least this is true in the case of a closely held 
corporation. 


But assuming that only those assets necessary to 
the operation of the business are transferred. Here 
it would seem that there was no such purpose. But 
can we be certain? Might it not be contended that 
this classification in T. D. 4914 is designed to apply 
to closely held operating companies which were aimed 





“In 13 Tax Magazine 39 (Jan., 1935), the Commissioner stated 
that if a corporation in the soap manufacturing business invested 
in a grocery business (expansion into another field), it would be 
subject to tax. Also, ‘‘Nor should an automobile business be allowed 
to build up large surpluses for the purpose of acquiring railroad 
or mining properties simply because it ships its products over rail- 


roads and uses the output of mines in the manufacture of its 
product.”’ 
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at in the ill-fated third basket tax? If such is the 
case, then it would appear that the question of whether 
operating assets alone were transferred would not 
carry much weight with the Bureau—though of course 
it would be evidentiary of the non-existence of such 
purpose—at least before the Board. 





Dividend Payments of Less than 70 Percent 


Another class of cases in which specific recom- 
mendation must be made under T. D. 4914 is: “Cor- 
porations which have not distributed at least 70 per- 
cent of their earnings as taxable dividends.” 


Why it was set at 70 percent instead of any other 
figure is not known at this time. There is nothing 
to indicate that 70 percent would be the magic figure. 
In all likelihood this represents an arbitrary rule-of- 
thumb adopted by the Bureau, and rather than de- 
signed to indicate evidence of purpose, (which it may 
do), it is felt that the retention of more than 30 per- 
cent represents accumulation beyond the reasonable 
needs of the business. 

Thus, with respect to the four cases in which specific 
recommendation is to be made, in each one it is pos- 
sible to spell out a purpose to avoid surtax. Perhaps 
it is because in these cases purpose is easier to estab- 
lish that such specific recommendation is required. 

In the fifth class, “Corporations the distribution of 
which, while exceeding 70 percent of their earnings, 
appear to be inadequate when considered in connec- 
tion with the nature of the business, or the financial 
position of the corporation or corporations with 
accumulations of cash or other quick assets which 
appear to be beyond the reasonable needs of the 
business,” no specific recommendation is required. 
Apparently this is a catch-all designed to apply to 
all corporations to whom the forbidden purpose can 
only be imputed by improper accumulation. 


Purpose and Unreasonable Accumulation 


Although, as has been pointed out previously, all 
that is necessary for section 102 to apply is the pur- 
pose, nevertheless, in the administration of this section, 
tax liability has always been bottomed on the fact 
that the earnings were accumulated beyond the rea- 
sonable needs of the business. (T. B. M. 2, CB 1919, 
p. 181.) Most people have considered that purpose 
and unreasonable accumulation are two separate con- 
ditions precedent, both of which must be present. 
Perhaps it may be that the Bureau will work on the 
same premise, it being easier to prove the forbidden 
purpose by showing improper accumulation. For that 
reason, it would be advisable to consider what con- 
stitutes unreasonable accumulation. The determina- 
tion of this question is exceptionally difficult. It is 
one of fact to be decided upon the basis of the volume 
of business done and principles of sound business 
management. A small capital stock in relation to 
annual business and accumulated surplus does not 
per se make the accumulation unreasonable. (A. R. R. 
475, CB June, 1921, p. 227.) Recourse must be had 
to the rulings: 

1. A corporation having a capital stock of 10x dollars and 


doing an annual business in excess of 150x dollars has an 
accumulation of 55x dollars. This was held not a sufficient 
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basis for finding that there was an unreasonable accumulation 
of profits. (S. 1117, CB 1919, p. 182.) 

2. A corporation has outstanding accounts receivable which 
are greatly in excess of its entire capital and surplus. Here, 
likewise, there would be no improper accumulation, at least 
not until the entire capital and surplus equaled the current 
accounts receivable. (R. C. Tway Coal Sales Co. v. U. S., 
supra.) 

3. A corporation accumulates surplus for the purpose of 
paying maturing obligations and other debts. This would not 
be an improper accumulation. Art. 102-3 provides: “Undis- 
tributed income is properly accumulated * * * if in ac- 
cordance with contract obligations placed to the credit of a 
sinking fund for the purpose of retiring bonds issued by the 
corporation.” (Also T. B. M. 2, supra.) 

4. A corporation accumulates surplus for working capital 
requirements and for plant expansion. This is a proper ac- 
cumulation. In J. T. 1289, CB June, 1922, p. 218, the cor- 
poration had x dollars income for 1921, and used this entire 
amount plus an amount held in a sinking fund for the financ- 
ing of the purchase of real estate and the construction of a 
building for the purpose of installing its own plant, and it 
was held that the accumulation was proper “since the profits 
are being put back into the business.” 

5. A corporation increases its dividend rate and pays same 
consistently each year thereafter although the earnings fluc- 


tuate. In the particular case, the taxpayer was a real estate 
corporation. In 1916, net profits were 10%x dollars; 734x 


dollars in 1917; and 534x dollars in 1918. In each of these 
3 years, it paid dividends of 3x dollars. Held, the accumu- 
lation was proper. (4. R. R. 475, CB June, 1921, p. 227.) 

6. A corporation retires its preferred stock, Although there 
is no clear-cut ruling, it would appear indicative that the 
surplus was improperly accumulated beyond the reasonable 
needs of the capital requirements of the business. In the 
case of retirement of common stock, it has already been so 
ruled. (O. D. 360, CB June, 1920, p. 25.) 

7. A brewery going out of business because of prohibition 
invests its surplus in U. S. bonds, until it is determined into 
what new business it will reinvest. Held, the accumulation 
is proper. (O. D. 106, CB 1919, p. 181.) 

8. A corporation accumulates its earnings until the outcome 
of pending litigation. Apparently this is a proper accumula- 
tion. (O. D. 106, supra.) 

9. A small loans corporation accumulates for future expan- 
sion so that it will be a good credit risk. The business is 


able to absorb the earnings as fast as they accumulate. The 
business is competitive and has large competitors. It is risky, 
subject to bad debts and possible adverse litigation. The 


stockholder is not in the surtax brackets. Held, the accumu- 
lation was proper. (Seaboard Security Co. et al., 38 BTA 560.) 

10. A corporation accumulates, but even if distributed, the 
stockholders would have paid no surtax. Held, if the accumu- 
lation can be shown reasonable, the claim that the forbidden 
purpose is present is negatived. (Charleston Lumber Co. v. 
U. S., 20 F. Supp. 83.) 

11. The main activities of a corporation were to engage in 
the management of properties, conduct a film booking busi- 
ness and manage a chain of suburban motion picture theatres. 
It invested in stocks and bonds to the tune of almost ten- 
sixteenths of its total assets. Held, the accumulation was 
unreasonable. (R. & L. Inc., 33 BTA 857, aff’d, 84 Fed. (2d) 
921.) 

12. A corporation invests in realty and securities of local 
concerns, partly for business expansion purposes and partly 
to secure and retain local business. Held, the investments 
were prudent and necessary, and there was no improper ac- 
cumulation. (Charleston Lumber Co. v. U. S., supra.) 

13. In “U. S. Tax Administration” by Wright Matthews, 
13 Tax MacGazine 575 (Oct., 1935), it is said that a manufac- 
turing company may set up, without apprehension, a reason- 
able surplus for the purpose “of acquiring material, offsetting 
a fluctuation in wage scale, carrying the proper amounts to 
offset accounts payable, or accumulating a reasonable reserve 
to pay present indebtedness.” This was also stated by the 
Commissioner of Internal Revenue in 13 TAx MaGazine 39 
(Jan., 1935). 

14. A holding company has capital stock, $3,000,000; exist- 
ing surplus, $4,750,000; income, in excess of $3,000,000. No 
dividends declared. Held, the accumulation is unreasonable. 
(Comm’r, 13 TAX MAGAZINE 39 (Jan., 1935).) 


(Continued on page 104) 













effect, a mortgage on 

the estate at death, it is 
of utmost importance that a 
planned course of action be 
formulated during lifetime in 
an attempt to minimize the 
taxes at death. Insurance is, 
in part, an answer to such 
action. Through the use of 
insurance, it is possible to take 
advantage of all the federal 
tax credits allowed, namely, 
(1) the $40,000 gift tax ex- 
emption; (2) the $40,000 es- 
tate tax insurance exemption ; 
and (3) the $40,000 general 
estate tax exemption. 

This article is confined pri- 
marily to the tax status of 
life insurance policies, the 
subject of a revocable or ir- 
revocable trust, and their 
place in minimizing taxes 
through proper estate plan- 
ning. In this connection it 
can be stated generally that 
the creation of a life insur- 
ance trust embraces a two- 
fold purpose; namely, (1) to 
provide funds for the pay- 
ment of death taxes and 
other probate estate obliga- 
tions, and thus avoid estate 
shrinkage through forced 
liquidation of non-liquid es- 
tate assets, and (2) to enable 


S INCE taxes represent, in 


the trustor insured to control the ultimate disposition 
of the proceeds of his insurance in accordance with 
his plans for working out an estate planning scheme. 


Payment of Estate Obligations with Insurance 


Since one of the primary motives for creating a life 
insurance trust is to make available to the executor 
or administrator of the probate estate sufficient cash 
to enable the executor or administrator to discharge 
estate obligations without being forced to liquidate 
assets at a loss, it is perhaps important at the outset 
to discuss and analyze the provisions of the law, 


* Attorney at Law and Tax Counsel, Los Angeles, California. 


Federal Taxation of Life Insurance 


~Some Observations— 


By CHARLES W. TYE* 


“In view of the trend toward social legislation, 
it is not impossible that the U.S. Supreme Court 
may recognize the payment of premiums by 
the insured as an incident of ownership and 
include such policies in the gross estate, if and 


when a case on the exact point is presented.” 





Charles W. Tye 


regulations, and court deci- 
sions applicable thereto. 
Section 302 of the Estate 
Tax Act provides: 
“The value of the gross estate 
of the decedent shall be deter- 
mined by including the value at 


the time of his death of all prop- 
erty * * *, 


(“(g) To the extent of the 
amount receivable by the execu- 
tor as insurance under policies 
taken out by the decedent upon 
his own life; and to the extent of 
the excess over $40,000 of the 
amount receivable by all other 
beneficiaries as insurance under 
policies taken out by the decedent 
upon his own life.” 


Under the usual revocable 
unfunded life insurance trust 
wherein the trustee is named 
as beneficiary of the policies 
included in the trust, the 
$40,000 insurance exemption 
under the federal estate tax 
is available. This exemp- 
tion, however, may be de- 
stroyed or substantially 
impaired unless care is ex- 
ercised in drafting the life 
insurance trust agreement 
in order to circumvent the 
provisions of Article 26 of the 
Estate Tax Regulations 80 
Article 26 provides, in part, 
as follows: 


“The provision requiring the inclusion in the gross estate 
of all insurance receivable by the executor, without any ex- 
emption, applies to policies made payable to the decedent’ s 
estate or his executor or administrator, and all insurance 


which is in fact receivable by, or for the benefit of, the estate. 


able against the estate. 


It includes insurance taken out to provide funds to meet the 
estate tax, and any other taxes or charges which are enforce- 
The manner in which the policy is 
drawn is immaterial so long as there is an obligation, legally 
binding upon the beneficiary, to use the proceeds in payment 
of taxes or charges. * * *” 


In view of this language, the $40,000 insurance 
exemption would be destroyed should the trust agree- 
ment provide, for example, that the trustee shall pro- 
vide funds from the proceeds of insurance to meet 
the estate tax, and any other taxes or charges which 
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are enforceable against the estate. In other words, 
if it is mandatory upon the trustee to transfer the 
proceeds of insurance to the executor or administrator 
of the decedent’s estate for the purpose of discharging 
the estate’s obligations, then the insurance is deemed 
to have been received for the benefit of the decedent’s 
estate and the $40,000 exemption will be denied. 

It is possible, however, to accomplish the desired 
objective and still preserve, in whole or in part, the 
$40,000 insurance exemption by inserting appropriate 
provisions in the trust agreement. Briefly, there are 
three methods which have been employed in an at- 
tempt to obviate the provisions of Article 26. They 
are as follows: 

(1) Providing in the trust agreement that the proceeds of 


a certain designated policy or of certain designated policies 
may be used by the trustee to discharge the estate obligations. 


(2) Providing in the trust agreement that the trustee may, 
in its sole and absolute discretion, advance the proceeds of 
insurance toward the payment of the estate’s obligations. 
(Such an advance can be either in the nature of a loan or a 
gift.) 

(3) Providing in the trust agreement that the trustee may 
purchase the assets of the probate estate at their appraised 
value with the proceeds of insurance. 

The use of the proceeds of certain designated poli- 
cies to discharge the probate estate’s obligations will 
have the effect of subjecting such insurance proceeds 
to the estate tax, but the proceeds of other policies 
held in trust, not in excess of $40,000, will be ex- 
cluded from the gross estate for estate tax purposes. 
However, as a practical matter the use of this method 
should be restricted to those situations where the 
obligations of the probate estate can be anticipated 
with a reasonable degree of accuracy. Such a provi- 
sion would not render the protection contemplated 
should the estate’s obligations, for example, greatly 
exceed the proceeds of insurance available for dis- 
charging such obligations. 

The use of the second method above mentioned 
does involve some element of risk, although it would 
seem that so long as the application of the insurance 
proceeds toward the payment of administrative costs, 
debts, and taxes is discretionary with the trustee, 
the exemption of $40,000 would not be destroyed. 
The extent of the risk, of course, depends on whether 
the provisions of the trust agreement go beyond the 
discretionary stage, and border on the mandatory to 
the extent that actually the trustee is under a binding 
obligation to use the proceeds of insurance for such 
purpose. Further, to the extent that proceeds of 
insurance are actually advanced in the discretion of 
the trustee, to the executor or administrator for any 
such purpose (other than where the advancement is 
in the nature of a bona fide loan) such proceeds will 
be included in the gross estate and to that extent im- 
pair the $40,000 insurance exemption. 

The case of Old Colony Trust Co. v. Commissioner, 
39 BTA 124, decided May 17, 1939, is indicative of 
the trend toward distinguishing between a discre- 
tionary and a mandatory duty on the trustee of a 
life insurance trust to discharge the estate’s obliga- 
tions. In this case certain insurance policies were 
transferred under a trust agreement which provided 
that the proceeds therefrom, payable to the trustee, 
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could be used by the trustee, “if in its judgment it 
would be for the best interests of the beneficiaries 
to pay the debts and taxes of the trustor’s estate.” 
The Board of Tax Appeals held that there was no 
binding obligation to use the insurance for such pur- 
pose, and, therefore, that the proceeds of insurance 
were not includible in their entirety in the gross es- 
tate, and the $40,000 exemption of Section 302 (g¢) 
was applicable. 


Perhaps the safest procedure to follow is illustrated 
by method number three whereby the trustee is au- 
thorized to purchase any of the assets of the probate 
estate at their appraised value. The operating effect 
of such an authorization will be to cause a transfer 
of the proceeds of insurance to the executor or ad- 
ministrator of the estate and to receive back into the 
trust the assets of the probate estate. Such a trans- 
action is in the nature of an investment from the trust 
standpoint. It accomplishes the desired purpose of 
transferring cash to the executor or administrator 
without raising the appraised level of the taxable 
probate estate, and also eliminates the necessity of 
liquidating non-liquid estate assets at a price below 
their appraised value. Since the transaction is a bona 
fide investment from the trust’s standpoint, there 
would appear to be no legal basis for subjecting the 
insurance to the estate tax and thus destroying or 
impairing the $40,000 insurance exemption. 


The following provisions illustrate the type of 
clauses which would enable the trustee of a life in- 
surance trust to make available to the executor or 
administrator of the estate of the insured, proceeds 
of insurance without substantially impairing the 
$40,000 insurance exemption: 


(1) “The trustee, in its sole and absolute discretion, may 
purchase from the estate of the trustor any of the assets 
thereof at their appraised value, as determined by the duly 
appointed inheritance tax appraiser in said estate, whether or 
not such assets would constitute proper trust investments, 
and may continue to hold and retain any such assets in the 
trust as long as in its judgment it is advisable or proper 
to do so.” 

(2) “Unless other provisions are made therefore, the trustee 
may in its sole and absolute discretion pay the costs and 
expenses of the last illness, funeral and burial of the trustor, 
and any inheritance, estate or other taxes due upon the trust 
estate, and the probate estate of the trustor, or upon any 
distributive share thereof or interest therein. 


Alternative: Add the following proviso to the 
above provision: 

“Provided, however, that any such payments shall be made 
by the trustee solely from and only to the extent of the pro- 
ceeds received by the trustee hereunder from policy No. 
eee , issued by ...... upon the life of the trustor in the 
face amount of $......; and none of the other insurance pro- 
ceeds received by the trustee hereunder shall be chargeable 
with or liable for any of said payments.” 

As stated above, care must be exercised in draft- 
ing the trust agreement in order to effectively cir- 
cumvent Estate Tax Regulations 26 and, at the same 
time, accomplish the desired objectives. 


Irrevocable Transfer 
of Life Insurance Policies 
Until recently an absolute assignment of life insur- 


ance policies or the creation of an irrevocable life 
insurance trust, with no incidents of ownership re- 
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tained by the trustor, had not been the subject of 
serious controversy from the estate tax standpoint. 
It had been held that such transfers were not subject 
to the estate tax. However, an absolute assignment 
or the creation of an irrevocable trust is subject to 
the gift tax as evidenced by the following language 
of Article 2 of the Gift Tax Act: 

“The irrevocable assignment of a life insurance policy, or 


the naming of the beneficiary of a policy without retaining 
any of the legal incidents of ownership therein constitutes a 


gift, * * *” 

The original opinion in the now famous and much 
controverted Court of Claims case of Bailey et al. v. 
United States, 27 Fed. 
Supp. 617, decided May 29, 
1939, wherein it was held 
that the proceeds of irrev- 
ocably assigned policies of 
insurance in excess of 
$40,000 were part of the in- 
sured’s gross pursuant to 
section 302 of the Revenue 
Act of 1926, which pro- 
vides that the gross estate 
shall include “the excess 
over $40,000 of the amount 
receivable by all other 
beneficiaries as insurance 
under policies taken out by 
the decedent upon his own 
life,’ was modified by the 
Court of Claims on Decem- 
ber 4, 1939, after a Com- 
missioner had made findings to the effect that the 
assignee actually paid the insurance premiums after 
the date of the assignment. The possible far-reaching 
effect and dangers incident to the original opinion of 
the Court has been removed, at least for the present, 
since it now appears that the Court has ruled that 
fully assigned life insurance policies are not subject to 
the federal estate tax in the insured’s estate if the 
assignee pays the premiums after the date of the 
assignment. 


The result of the modified opinion is both logical 
and equitable, and represents a guide to the practical 
solution of the dangers that existed under the original 
opinion, both as to prior and future transactions. In 
other words, to be safe the assignee or the irrevocably 
designated beneficiary should start paying the insur- 
ance premiums. However, it would seem that a 
wedge has been inserted which may open the way 
to a new theory of what constitutes “incidents of 
ownership”, namely, the continued payment of pre- 
miums by the insured. 


In this connection, the possible effect of a state- 
ment by the Court of Claims in its original opinion 
cannot be minimized since it may open the way for 
imposing the estate tax in all cases where the insured 
continues to pay the premiums after the date of the 
assignment. The following statement by the Court 
of Claims was the crux of the original opinion: 

“The death of the decedent, coupled with the payment of 
premiums, is the indispensable event giving rise to or enlarg- 
ing the enjoyment of valuable property rights not thereto- 


ore possessed or enjoyed. There was, therefore, we think, 
sufficient transfer by the decedent’s death of an enlarged 


“Tt is manifest that the use of life insurance 
trusts as a means of substantially minimizing 
death taxes may be highly satisfactory. In 
those cases, however, where the proceeds of in- 
surance are substantial in amount, the insured, 
as a matter of ordinary business prudence, 
should not undertake to make any transfers or 
assignments, whether revocable or irrevocable, 
without competent legal and financial advice.” 


























FEDERAL TAXATION OF LIFE INSURANCE 81 


enjoyment of economic benefits by the beneficiary to justify 
the imposition of the tax upon such proceeds in cases of 
policies taken out and subsequently assigned.” (Italics 
supplied.) 

The above statement of the Court is of far reaching 
effect since it purports to be applicable under existing 
law irrespective of regulations to the contrary. In 
this connection, it is significant that at the time of 
the death of the decedent in the Bailey case, supra, 
the regulations provided that all insurance taken out 
by a decedent upon his own life, in excess of $40,000 
receivable by beneficiares other than the estate, and 
regardless of when taken.out, must be included in 
the gross estate where the 
decedent “retained legal 
incidents of ownership in 
the policies of insurance.” 
Existing regulations are 
the same. Conversely, it 
seems clear that no part 
of the proceeds should be 
included in the gross estate 
if the decedent at the time 
of his death did not possess 
any legal incidents of own- 
ership, provided, of course, 
the transfer was not made 
in contemplation of death 
or to take effect at or after 
death. (T. D. 2553, 4246 
and 4296.) The rationale 
of the original opinion in 
the Bailey case, supra, is 
that the payment of premiums by the insured repre- 
sents the retention of a sufficient incident of owner- 
ship to enable the estate tax to attach, and, although 
the original opinion does not have the force of law, it 
does represent a definite threat. However, existing 
regulations do not mention the payment of premiums 
as one of the legal incidents of ownership, and in the 
leading Supreme Court case on the question of reten- 
tion of legal incidents of ownership of insurance 
policies, the Court indicated that actual shifting of 
economic benefits rather than the source of premiums 
paid is controlling. (Chase National Bank v. United 
States, 278 U. S. 327.) 

In view of the trend toward social legislation, how- 
ever, it is not beyond the realm of possibility that the 
Supreme Court of the United States may recognize 
the payment of premiums by the insured as an inci- 
dent of ownership and include such policies of insur- 
ance in the gross estate as a matter of policy, if and 
when a case on the exact point is presented to them. 
However, the fact that the Commissioner of Internal 
Revenue has now acquiesced in the recent cases of Old 
Point National Bank, 39 BTA 343, and James Blacksher, 
38 BTA 998, and has revoked a prior nonacquiescence 
in the Blacksher case, indicates that the Commissioner 
is returning to the rule set forth in the estate tax 
regulations and, therefore, it may be some time before 
the Supreme Court will have a chance to pass on the 
question. 


It should also be noted that the Gift Tax Act, which 
is the counterpart of the Estate Tax Act, specifically 
covers the assignment of policies of insurance as well 
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as the payment of each premium. In view of the 
language used in the Gift Tax Act, it is difficult to 
see how the Supreme Court could accept the theory 
of the original opinion in the Bailey case and still 
uphold the validity of the insurance provisions of the 
Gift Tax Act. The original opinion of the Court of 
Claims and the express language of the Gift Tax Act 
are mutually inconsistent. It will be interesting to 
see how the Supreme Court handles the situation if 
and when the question is presented to it. 

In this connection I am inclined to believe that 
the Supreme Court would follow the theory of the 
recent Federal District Court case, Chase National 
Bank of the City of New York v. United States of 
America, 28 Fed. Supp. 947, decided August 3, 1939, 
by the United States District Court, Southern Dis- 
trict of New York. The District Court refused to 
follow the theory of the original opinion in the Bailey 
case, supra, on facts similar to that case. The Court said: 

“We do not think that any such construction of Section 
302 (g) as urged by the government is at all tenable. 
Section 301 (a) imposes a tax upon the interest which 
ceased by reason of death. The two sections must be read 
together. When so read, they limit the application of Section 
302 (g) to policies in which there is some shifting of the 
decedent’s interest as a result of death. In the present case 
there is no contention that any legal incidents of ownership 
were retained by the decedent. Neither is it urged that any 
interest passed to the beneficiary of the policy as a result 
of the decedent’s death. We are satisfied, therefore, that 
Section 302 (g) does not require that the proceeds of the 
policy be included in the gross estate of the decedent.” 

In the above Federal District Court case, the gov- 
ernment contended that Section 302 (g) was designed 
to prevent tax evasion, and that no “shifting of in- 
terest is needed to sustain it on that ground.” -The 
analogy is to the tax on transfers in contemplation 
of death on the theory that it was a tax on transfers 
intended as substitutes for testamentary disposition. 
Life insurance, however, is not inherently testamentary 
in character. Moreover, the Supreme Court has re- 
peatedly held that some shifting of interest as a 
result of death is necessary to support the tax unless 
there is a transfer in contemplation of death.’ 

The ultimate tax status of absolute assignments and 
of irrevocable life insurance trusts where the insured 
continues to pay the premiums, is purely a matter 
of conjecture at this time. The effect of the original 
opinion in the Bailey case has been practically nullified, 
at least for the present. However, a definite threat 
still exists in any case where the insured continues 
to pay the premiums on assigned policies, although in- 
herently there appears to be no fundamental reason 
why this fact should alter what was thought to be 
the settled doctrine prior to the Court of Claims 
original decision. 


Insurance Necessary for Tax Saving 


As indicated above, life insurance is almost a ne- 
cessity for tax saving in the larger estates. The ques- 
tion of utmost importance, therefore, is how these 


1 Reinecke v. Northern Trust Co., 278 U. S. 339; Helvering v. St. 
Louis Trust Co., 296 U. S. 39. Compare also the theory of the 
case of Morse v. Commissioner, 100 Fed. (2) 593, November 28, 
1938, (involving the income tax status of assigned policies) with 
the government’s contention in the Bailey and Chase National Bank 
cases. See also Ballard v. Helburn, 9 F. Supp. 812, affd. 85 Fed. 
(2) 613; Pennsylvania Co. for Insurance, et al. v. Commissioner, 79 
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taxes can be minimized without any marked disad- 
vantages. The question is often asked whether an 
absolute assignment of policies or an irrevocable 
designation of beneficiary will effect the same tax 
saving and offer the same advantages that an irrey- 
ocable life insurance trust will afford. Let us exam- 
ine each mode of transfer separately in an attempt to 
show the advantages or disadvantages of each method, 


(1) Absolute Assignment or Irrevocable 
Designation of Beneficiary 


Under an absolute assignment, the federal estate 
tax on the policy is eliminated but the so-called “second 
tax” is not eliminated. In other words, an absolute 
assignment goes only part way in planning a tax 
minimizing scheme in that it eliminates only the tax 
at the time of the death of the insured. Also, should 
the assignee predecease the insured, the cash surren- 
der value of such policies would become a part of the 
probate estate of the deceased assignee with the con- 
sequent tax liability and costs of administration being 
imposed thereon. Further, unless the policies are of 
a special type containing a spendthrift clause, the 
proceeds are subject to the claim of creditors of the 
assignee. 


Similarly, there are certain disadvantages as well 
as risks involved where the insured retains title to 
the policies but makes them irrevocably payable to 
named beneficiaries. The risk relates to the possi- 
bility of the insured still being able to exercise cer- 
tain rights under the policies irrespective of the fact 
that the beneficaries cannot be changed. Such rights 
reserved in the insured might be a sufficient basis 
for including the proceeds in excess of $40,000 in the 
gross estate. This is true regardless of whether or 
not a gift tax has been paid with respect to such 
policies. The same objections also apply with equal 
force in connection with the imposition of the “sec- 
ond tax” and the possible claims of creditors. It is 
possible, however, to insert a spendthrift and rever- 
sionary clause in the policies and thus eliminate this 
latter objection. 


(2) Irrevocable Life Insurance Trust 


A carefully drafted irrevocable life insurance trust 
will eliminate to a great extent the disadvantages 
above mentioned. There will be no federal estate tax to 
pay on the death of the trustor insured. The gift tax 
attaches, but the $40,000 gift tax exemption is equally 
applicable to trusts. Also, the “second tax” can be 
eliminated by providing for remainders over to vari- 
ous persons who will succeed to the interest of a 
deceased beneficiary of the trust automatically. 
Through the use of the reversionary clause, the con- 
tingency that a beneficiary might predecease the in- 
sured is covered, and the possibility of subjecting the 
cash surrender value of such policies to probate 

(Continued on page 104) 


Fed. (2) 295, certiorari denied, 56 Sup. Ct. 310; McKelvey et al. 
v. Commissioner, 82 Fed. (2) 395; Sharp et al., 30 BTA 532; and 
Walker v. United States, 83 Fed. (2) 103. These cases all held in 
effect that where the insured irrevocably disposes of all the legal 
incidents of ownership in a policy, the proceeds are not part of 
his gross estate for estate tax purposes. 
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The Gasoline Tax— 
Its Use and Abuse 


By FINLA G. CRAWFORD *™ 


BOY in high school was asked by his teacher 
Ate produce a poem. After a great deal of 

thought, time and apparent energy, he finally 
handed in the following, hoping it would satisfy the 
exacting task-master: 


The boy stood on the railroad track 
The train was coming fast. 

The boy jumped off the railroad track 
To let the train go past. 


The teacher criticized the boy’s literary effort as 
lacking the dramatic, and asked that the student try 
again. On his return he submitted a new statement: 


The boy stood on the railroad track 
The train was coming fast. 

The train jumped off the railroad track 
To let the boy go past. 


Unlike the boy’s first poem, gasoline taxation had 
dramatics at the outset; but the early days of action, 
more action and more action, are over. Occasionally 
we read of a situation in which the tax equals or ex- 
ceeds the cost of the gasoline, and then we become 
concerned. Our child of February, 1919, now is com- 
ing of age; and, as it arrives at its maturity in 1940, 
we soberly can reflect on the past and view the future 
with some contemplation. However, it is dangerous 
to become too contemplative, because in this rapidly- 
changing world we may wake up to find the map 
altered or the pattern of taxation destroyed. It is 
equally dangerous to say that there is nothing new 
under the sun, because on Saturday night a few 
weeks ago I listened to the description of an entirely 
new method for handling tax refunds. At least, it 
was a new one to me. No doubt, this new method 
will appear in the legislation of 1940. It is impossible 
to regard new ideas as those of a crank, or as absurd; 
because so many times we guess wrong. I remem- 
ber very well some twelve years ago when I went to 
New York to interview some oil men about the gaso- 
line tax. I was regarded as a crank who was 
disturbed about this new tax which likely would dis- 
appear in a few years. It happened that the tax 
remained, and it has provided me with the oppor- 
tunity to write on the subject many times. My in- 
terest seems to grow rather than to decline. To 
attempt a comprehensive survey of gasoline taxation 
in a brief space is impossible. For this reason, I have 
confined this discussion to certain major items such 
as stabilization of rates, diversion, distribution, bond 
issues, and diesel-fuel taxation. Finally an evaluation 
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of the gasoline tax has been attempted. This seems 
to be of great importance, because we must under- 
stand this tax as a part of our social and economic 
system. 

Gasoline tax rates are showing real signs of a level- 
ing process. The evidence is not to be found as yet 
in rate decreases, although the city of New Orleans 
has dropped its two-cent tax. It is to be seen rather 
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in the small number of tax increases in recent ses- 
sions of the state legislatures. Further evidence of 
stabilization is to be found in the average tax rate 
for the country as a whole. The simple average of 
the tax has not changed appreciably for the past few 
years. This is in contrast to those years when the 
rate moved up steadily year by year. Despite the 
fact that tax rates have found well-defined channels, 
it is convenient and easy for a legislature to increase 
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the tax by one cent in order to provide funds for an 
emergency or for the purpose of aiding municipalities. 
With this thought in mind, those of us who believe 
in stabilization of gasoline tax rates need to be con- 
cerned about this apparent calm. Storms are likely 
to arise from a quiet sea or from a situation which 
we may regard with too much complacency. 

It is true that organized opposition to tax increases 
of all kinds is the order of the day. Only a legis- 
lature, brave enough to ignore every warning of the 
times, will propose an increase in present day levels 
of taxation. The drive against higher tax levels is 
centered chiefly around two groups: highway users 
and the owners of general property. The reliance on 
the general property tax as a means of financing local 
governmental activities has placed on this form of 
wealth an unusual burden. Taxpayers’ associations 
have been organized throughout the country to se- 
cure reductions in general property tax levels. In 
many cases they have been successful. There is no 
evidence on which to accuse these groups of delib- 
erately shifting the tax burden, but the pressure 
which they exert provides the opportunity for a 
harassed legislature to find some means of relieving 
real property, and the use of a selective sales tax 
such as the gasoline tax offers a real possibility. 
These are some of the hazards to stabilization of the 
gasoline tax. They provide the basis for concern 
about increases in a tax which has demonstrated so 
completely its capacity as a revenue producer. I do 
not believe that any large groups are desirous of 
boosting gasoline tax rates, but it is a convenient 
way to get a sure increase in revenue without the 
creation of new and expensive tax collection machin- 
ery. This is the explanation of why the highway 
user needs to be alert to the tax program of the states. 


Diversion 


The gasoline tax was devised to provide revenue to 
build highways. This intent was very clear in the 
early statutes, and the principle was followed until 
1927, when diversion began to appear as a problem. 
In the years following, emergency needs caused the 
state legislatures to disregard the well-established 
principle that this tax be used solely for highway pur- 
poses. Through 1931, only 3 per cent of the total 
amount was diverted, which increased in the next 
year (1932) to 9 per cent. Two years later, 15 per 
cent of the tax was spent for purposes other than 
highways. The year 1936 marked the high point of 
diversion. Since that date, these amounts have de- 
creased under the pressure of highway users aware 
that their tax payments were being used for non- 
highway purposes. 

As has been stated, the second decade of the gaso- 
line tax marked the high point of diversion, and we 
now enter the third decade. What of diversion in 
the next ten years? The answer to that question 
rests with the highway users and with the friends 
of lower costs of government. Diversion grew until 
it assumed real proportions, because those interested 
in highways failed to be alert and on the job. Eventu- 
ally, those most seriously affected were stirred to 
demand that diversion should end. The result of 
their efforts is evidenced in the constitutional amend- 
ments and anti-diversion statutes. We might take 
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the position that diversion is a settled issue because 
in a number of states these constitutional amend- 
ments and statutes have been passed. To take this 
stand is to accept an over-simplified solution of the 
problem. Diversion is the result of the failure of 
older forms of taxation to meet the needs of govern- 
mental units. Gasoline taxation brought in revenue. 
It was easy to take a share for this function or that 
function. These same conditions are in existence 
today, and to successfully solve this problem of 
diversion would require a complete reorganization of 
our taxing system. I am not bold enough to suggest 
that such a change is imminent. In the meantime it 
is essential that we maintain the utmost vigilance 
to prevent further diversion. 


Distribution 


The most important aspect of distribution today 
is the question of city sharing. This problem has 
been discussed for a number of years, but today it is 
complicated by certain economic and psychological 
factors. The gradual completion of the state highway 
system has changed the situation from a few years 
ago when city dwellers were requiring that adequate 
highway facilities be provided for them. At the same 
time, the farmers were demanding roads so that they 
could market their produce. The immediate and 
pressing highway needs have been met, and the cities 
now are encouraged to demand a share for their pur- 
poses. In addition, the required expenditures for 
highways in many states have been reduced—which, 
naturally, enhances the position of the cities so far 
as their claim to state gasoline tax funds is concerned. 

Again, distribution to cities is encouraged by the 
contention in some official circles that all segregated 
funds should be eliminated, and that revenues from 
taxation of highway users should be placed in the 
general fund. This practice probably makes it easier 
for the advocates of city sharing. Legislators readily 
may realize the full import of the move when cities 
request a fixed percentage of the total collections from 
the gasoline tax. But the intent may not be appreci- 
ated so fully when it is concealed under a request for 
general state aid for highways. Evidence from vari- 
ous states such as Wisconsin, Michigan, Maine, and 
Massachusetts is indicative of this trend. In Massa- 
chusetts, for the past several years, the cities have 
been given sums ranging from six million to ten mil- 
lion dollars for city streets on the condition that local 
property taxes be reduced an equivalent amount. At 
the legislative session in Maine during the early part 
of 1939 the cities, towns, and villages were granted 
$800,000 as their portion of the highway funds; in the 
same bill it was provided that an equivalent sum 
should be contributed by the same local units toward 
the cost of financing of old-age assistance. The 1939 
legislature in Wisconsin voted an increase in finan- 
cial support to the cities to be paid from the high- 
way fund. 

It is also clear that attempts to reduce the gasoline 
tax will be followed by a demand from the cities to 
secure a share of the tax. This condition was found 
in Tennessee following the inauguration of a cam- 
paign to reduce the state tax by two cents per gallon. 
Municipal leaders started a concerted drive to obtain 
a share of the reduction for the cities. Full-page 
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advertisements were inserted in the newspapers to 
the effect that, if the motorists could be relieved of 
a portion of their present tax levy, the financially 
embarrassed cities certainly could benefit to some 
degree by that reduction. These facts are given to 
indicate that distribution is still an important aspect 
of the gasoline tax, and that city sharing remains 
today unusually vital in the field of distribution. 


Bond Issues 


In a number of states it has become customary to 
defer the cost of highway construction by issuing 
bonds, with the proviso that the bonds and interest 
will be paid from the collections of the gasoline tax. 
This development belongs to the second decade of the 
gasoline tax. The amount has increased steadily. In 
1938, the distribution of $123,000,000 for the redemp- 
tion of state and county bonds marked a new high. 
The use of gasoline tax proceeds for payment of 
bonds has come about in a very natural way. No 
better security could be offered to the bankers than 
this tax which has produced regularly even under 
adverse conditions. 


If the signs of the times are interpreted correctly, 
the day of great bond issues for highway construction 
is over. The temper of the people has changed, and 
there is a growing unwillingness to vote for bond 
issues and thus defer the costs of government to a 
later date. In September, 1939, Maine re- 
jected a highway bond issue for the first 
time in its history. There is no question 
that the rapidly increasing federal debt is 
in large part responsible for this change in 
sentiment. The attacks against the use of 
bond issues by the Federal Government 
have resulted in the attachment of a moral 
stigma to the use of this method of financ- 
ing by any of the various governmental units. 


Taxation of Diesel Fuels 


The genius of American invention can 
he depended upon to create new develop- 
ments which will be reflected in legislation. 
This fact applies to the field of motor fuel 
taxation. Technological changes in the 
automotive industry, as well as in the 
production of motor fuels, continually cre- 
ate new issues. Outstanding in the field of 
automotive development was the design of 
a more efficient engine by Rudolph Diesel 
in 1892. For forty years this invention was 
not a matter of concern to automotive 
transportation, but in the last few years the 
diesel motor has been widely adopted. A 
special fuel selling at a lower price than 
straight gasoline is used by diesel-powered 
motors, but for the most part diesel fuel is used in sta- 
tionary engines. The Ohio legislature attempted to tax 
all diesel fuel, and to provide a refund system for diesel 
tuel not used on the highways. This proved to be 
too expensive, and developed serious administrative 
problems because diesel fuel constitutes such a small 
percentage of the total motor fuel consumed on the 
highways. The state legislatures certainly have a real 
problem to work out a plan to tax diesel fuel used 
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on the highways. Up to the present no ideal solu- 
tion has been reached, although various proposals 
have been made to meet the situation. In some states 
a higher tax is collected on the users of diesel fuel. 
Attempts are made to justify the higher rate on the 
grounds of the superior operating economy of the 
diesel engine. The question of compensatory taxa- 
tion is raised, and this tends to encourage the use 
of competing fuels. The result of the attempts to 
apply the compensatory tax results almost inevitably 
in further technological advances, which again throws 
the tax system out of gear. 


Other states have tried the device of levying a 
higher registration on diesel-powered vehicles to off- 
set the anticipated loss in revenue from the diesel’s 
superior economy in fuel consumption. The use tax 
has been adopted to meet the special conditions aris- 
ing from the use of the diesel-powered vehicles. We 
may anticipate that the use tax will encounter diffi- 
culties when diesel trucks are numbered in the thou- 
sands. We may as well expect that special schemes 
will be made to tax the fuel used by the diesels so as 
to compensate for their 30 to 50 per cent economy in 
the use of fuel, and as well for the lower cost of the 
fuel which they use. All of these lead to greater 
complications in the field of tax administration. 


66 ‘ ° 
— gasoline tax will have com- 


pleted, in the spring of 1940, twenty-one years of operation 
since its adoption in Oregon in 1919. During these years the 
tax has produced more than seven billion dollars in state rev- 
enue. As a revenue producer there is no tax which has been 
its equal or its superior, if taxes are to be measured in terms 
of the principles of tax collection as laid down by authorities 
in the field of finance. 
the case with many sales taxes. This characteristic applies only 
to the motorist with his twenty or thirty dollar earnings per 
week. Even there, the motorist may control the amount of tax 
he pays unless he uses the car for business purposes. From the 
point of view of the tax bearer, it is paid in driblets and fits 
in perfectly with the theory of partial payments. It is easy to 
collect, because the number of taxpayers is relatively small— 
and, by a proper system of audit, these 
checked to insure full payment of the tax. 
tion is low as compared with other taxes. 
best record of any present day tax in this regard.” 


It is not necessarily regressive as is 


taxpayers may be 
The cost of collec- 
In fact, it has the 








Evaluation of the Gasoline Tax 


From the point of view of the state revenue system, 
the gasoline tax has many advantages. It constitutes 
more than 25 per cent of the total tax revenue of the 
forty-eight states, and in four states it amounts to 
more than half of the total. State finance officers 
favor taxes with a high degree of stability. The gaso- 

(Continued on page 105) 















































Tendencies in State and Local Taxation 





By JAMES W. MARTIN* 


NE of the most fundamental characteristics of 
() state and local tax systems prior to recent 

years has been the heavy dependence on prop- 
erty taxation. The data indicate that in 1932 the 
state governments of the United 
States derived distinctly less than 
half as large a proportion of tax 
revenues from property taxes as 
they did in 1902. Subsequently, 
the proportion has been still fur- 
ther greatly reduced. 

With so large a part of state and 
local revenues contributed by prop- 
erty taxation it was inevitable be- 
fore the recent past that business 
enterprises largely dependent on 
the use of real estate should be 
called on to pay a predominant 
share of the total taxes. Not only 
was agriculture victimized by this 
policy, but so also were the steel 
industry, railroads, local public 
utilities, and all other enterprises 
the conduct of the business of 
which required heavy dependence 
on real property. Mainly because 
tax rates were higher in cities, 
owners of urban real estate con- 
tributed much more in proportion 
to the value of property used than 
did those owners in possession of rural real estate. 

In order to understand the development of the tax 
system over a period of years it is necessary to study 
also the increasing demand from both the city and 
farm population for added governmental services. 
Education, highways, charities, hospitals, and cor- 
rections are among the most important of all state 
and local expenditures. Indeed, taking all the states 
together highway and educational expenses alone now 
constitute well over half the total. 

In large measure the increase in educational expend- 
itures resulted originally from the activities of vari- 
ous pressure groups favorable to education and was 
rendered feasible by the increasing sense of social 
responsibility in the United States during the first 
two decades of this century. Further increases were 
facilitated on the one hand by the higher level of 
prices during the World War and the consequent 
growing costs of educational services and on the 
other by the war-time boom which made it easier to 
secure heavier tax levies. During the period of the 
1920’s there was continued general increase in the ex- 
penditures for education. After the onset of the de- 
pression of the early 1920’s the educational finance 
problem became acute because there was continued 
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demand for additional expenditures coupled with a 
decline in the taxable property assessments. This 
conflict of forces led in a number of states to the adop- 
tion of new devices for dealing with revenues. 

Growth in expenditures for chari- 
ties, hospitals, and corrections has 
been consistent, having risen since 
1902 by nearly 450 per cent; but it 
had not been prior to 1932 so ex- 
treme as increases in educational 
expenditures. Moreover, it came 
less rapidly. Were accurate data 
available for the period since 1932, 
these figures would indicate a sharp 
increase in charitable expenditures, 
as well as in those for hospitals and 
corrections, due largely to depres- 
sion relief and work relief activities. 

Other welfare expenditures fol- 
lowed a somewhat similar course. 
The growth of so-called general 
welfare expenditures as illustrated 
above was relatively insignificant 
as compared with the increase in 
demand for rural highway services 
immediately following the World 
War. The cost of streets had con- 
stituted a large element in munici- 
pal budgets from the beginning of 
the century. Expenditures for rural 
highways, however, at the beginning of the century 
amounted to little more than fifty million dollars, and 
this item had not begun increasing in such a fashion 
as was later to characterize it prior to the World War. 
That event demonstrated the economy and social sig- 
nificance of motor transportation, and the general 
demand for better rural roads came to a focus almost 
concurrently with the collapse of the war-time boom. 
Moreover, the need for expenditures was not only 
acute but simply prodigious in amount as compared 
with highway outlays in the past. 


The Road Taxes 


The paradox faced by state and local governments 
was a demand therefore for a billion dollar expendi- 
ture program annually on rural highways and an 
equally persistent demand for property tax reduction. 
Looking at the situation another way, it is fair to 
say that the sudden and overwhelming requirements 
for state and local rural highway purposes were met 
by an over-loaded current revenue mechanism greatly 
enfeebled by the inevitable post-war diseased economy. 
In the light of this situation radical departure from 
earlier heavy dependence on the property tax seemed 
to be implicitly suggested by the facts. 
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The most extreme developments in the revenue 
field, consequently; have been the motor vehicle and 
gasoline taxes. Neither motor registration nor motor 
fuel taxes were imposed at the time of the census of 
1902, and the volume of revenue produced from the 
motor licenses ten years later was almost negligible. 
Even by 1922 the total revenues from registration and 
gasoline taxes combined were only about 165 million 
dollars. At the present time and during recent years, 
on the other hand, these measures have produced, and 
continue to produce, considerably more than a billion 
dollars annually. It is fair to say that while gasoline 
and motor registration taxes yield for the United 
States as a whole something over a billion dollars, 
the aggregate highway bill is almost two billions; but 
the availability of these sources of revenue, which 
were not at hand even twenty years ago, has meant 
very substantial relief to real property owners. 


Examination of the history of legislation providing 
for these road taxes is significant. During the period 
from 1903 to approximately ten years later, the vari- 
ous states enacted statutes providing for the regis- 
tration of motor vehicles. Most of the early statutes 
provided for permanent registration and required 
payment of a purely nominal fee. Even when the 
legislation began preponderantly to require annual 
registration of automobiles, the fees charged were not 
sufficient to raise any substantial revenue. However, 
in the ten or fifteen years following 1913, the idea of 
securing road funds by means of motor vehicle regis- 
tration licenses grew rapidly; and by war time all 
states required registration, and nearly all of them 
demanded a license tax well in excess of the cost of 
police service incident to registration and the protec- 
tion of titles. 


The spread of motor vehicle license-tax legislation 
had scarcely become complete, when, commencing in 
1919, the states began to employ motor fuels taxes as 
an important additional source of highway revenue. 
This legislation spread in the course of ten years to 
all the states and constitutes today the basis for the 
most important single revenue device employed by 
state governments generally. 

Although the motor vehicle business taxes, that is, 
the special excises on the use of automobiles for hire, 
developed concurrently ; at no time have they consti- 
tuted a large proportion of the total revenue budget, 
but they have been of real significance from the point 
of view of the control of common and contract carrier 
motor transportation and particularly from the point 
of view of their impact on the commercial transpor- 
tation business. It has been frequently agreed by in- 
terests concerned that such taxes are essentially 
business imposts. However, the motor trade, the 
legislatures, and the courts have received them as 
special motor vehicle taxes imposed as means to the 
states of securing compensation for the use of public 
highways as places of business. 


Other New Sources of State and Local Revenue 


With the demands for such services outlined above, 
there gradually grew in several states the practice 
of levying general revenue measures supplementary 
to the property tax. Speaking generally the increased 
use of corporation and death taxes prior to the World 
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War, as well as enactment in the few states of indi- 
vidual and corporation income taxes, grew out of rev- 
enue emergencies faced in particular states and 
reform movements designed in considerable part to 
relieve the undue tax load on owners of real estate. 
The post-war conditions led to further demands from 
real estate owners for tax relief, and the demands 
were met in part by the imposition of a number of 
new varieties of taxes. Some of these were adopted 
in the period 1920 to 1923 while the revenue string- 
ency of the post-war depression was acute. Other 
states adopted them later. 


Speaking broadly, these developments fell in three 
categories. First of all there was an increasingly gen- 
erous use of inheritance taxation. Since the war had led 
the federal government to adopt an estate tax, the 
tax problem for administrators of estates became 
extremely acute. These difficulties resting mainly on 
conflicting definitions of situs for tax purposes were 
greatly enhanced by the increase in rates incorpor- 
ated in new state legislation. Income taxation was 
adopted by one state after another throughout the 
period of the 1920’s. It introduced into state tax prac- 
tice not only an element of graduation, which in prin- 
ciple was greatly to be desired, but also a series of 
administrative problems growing largely out of the 
technical character of the tax and the inevitable com- 
plications with the federal income tax and with the 
taxes imposed by other states. 


Concurrently a number of states adopted selective 
excises of one sort or another. For the time being, 
the most important was the tax on manufactured 
tobacco products; though excises on utility services, 
public amusements, soft drinks, cosmetics, etc., were 
common. Such was the situation when the depres- 
sion beginning with the present decade was precipitated. 


As is well known, the depression policy, particu- 
larly the New Deal policy beginning after 1932, called 
for heavy increases not only in federal but also in 
state and local expenditures. In the meantime, the 
collapse of business and industrial enterprise devel- 
oped a practical breakdown in the state and local 
revenue systems. To meet the difficulties many addi- 
tional states resorted to the types of measures which 
have already been mentioned, and at least three tax 
plans not much used theretofore in this country were 
developed. 

The first of the three state taxation measures grow- 
ing out of the acute need for revenue in the early 
1930’s is the general sales taxes. Since the state 
governments rather than the central government im- 
posed these measures, the general turn-over tax char- 
acteristic of post-war experience in central Europe 
and South America was impractical. It was deemed 
wise, therefore, to adopt as the characteristic form 
of general sales taxation in this country the retail 
sales tax. Practically half of the states adopted such 
a measure and this means of raising revenue is now 
the most important aside from gasoline taxation in 
many of the states. Like the income tax, the sales 
tax introduces a number of acute administrative prob- 
lems which the evidence available indicates most of 
the states have inadequately met. Unlike the income 
tax, sales taxes are generally regressive in their effect, 
and certainly they constitute a more deflationary ele- 
ment than is provided by income taxation or for that 
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matter by selective excises if the base of the latter 
is chosen with reasonable care. 

The second tax product of state and local depres- 
sion experience is the race track tax. As a matter of 
fact, state legislatures have introduced a number of 
imposts on the operation of racing; but the tax on 
pari-mutuel betting is the most common. The rev- 
enues from this source are generally comparatively 
minor. 

Repeal of the prohibition amendment grew very 
largely out of the depression revenue requirements. 
The new policy contemplates raising substantial pub- 
lic funds by excises on the sale of alcoholic beverages. 
The states for the first time in our tax history have 
imposed significant taxes of this sort and derive con- 
siderable revenues from them. The place of liquor 
taxation in state budgetary plans has become very 
important. Indeed, one state utilized this revenue 
device to secure in one year an amount 
equal to more than a third of the entire 
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partments were being established. Unfortunately in 
many states, as motor vehicle registration, gasoline, 
corporation, inheritance, income, and sales taxes of 
various sorts were adopted, the administration was 
not always assigned directly to the department 
charged with reviewing local assessments and ap- 
praising public utility properties. Asa matter of fact, 
generally speaking, the problem of assignment of ad- 
ministrative responsibility came to be mainly one of 
spoils. Thus, that department which had greatest 
political influence at the moment often was given the 
task of administering new taxes as they were enacted. 

It is obvious that an attempted integration of state 
tax administration cannot be entirely successful with- 
out provision for merit selection, promotion and re- 
tention of personnel. One specific illustration will 
emphatically develop the point. Suppose there is 
complete statutory integration but that the spoils 





state expenditure budget exclusive of that 
for the state highway department program. 


State Administrative Reform 

Not only have state revenue policies of 
the past score of years represented a move- 
ment away from the heavy dependence on 
property taxes which characterized our 
economy thirty-five years ago, but also 
there has been a substantial development 
toward certain administrative changes in 
state taxation which seem fundamental. 
The most obvious of these developments 
has been the growing practice of having a 
state tax department differentiated in a 
clear-cut fashion from other departments 
of government and responsible for han- 
dling practically the entire state tax ad- 
ministration. In the sarly days the active 
state tax administration agency arose es- 
sentially from two considerations. In the 
first place, experience had demonstrated 
the gross inequalities between property 
assessments from county to county. Many 
of the states believed that a review agency could ex- 
amine these variations and largely correct the situation 
by raising assessments in the counties where property 
was appraised at a low percentage of full value and 
lowering them in counties in which property was 
valued at a high percentage. In the second place, 
experience had demonstrated that local property 
assessors could not fairly appraise the property of 
railroad companies, and a state plan of assessment 
was desired. The development of the practice of 
assigning the job of assessing utilities to a state tax 
department was rendered more urgent and hence 
greatly facilitated by decisions of the Supreme Court 
of the United States which rendered legally possible 
so-called unit valuations of utility properties. 


In the development of state tax departments in 
practically all of the states there has been a tendency 
to retain those functions which originally prompted 
central taxing agencies, but the task of administering 
other taxes has come to be even more important than 
the purposes sought when the active state tax de- 


plan in 


s an incident to the general move- 


ment for the reorganization of state administration, and to 
some extent as an offshoot of the so-called tax commission 
movement, there has in the last two decades developed strong 


sentiment for the adoption of an integrated tax administration 


each state. It is believed by students of government 


generally that both as a matter of economy and as a matter of 
sound governmental relationship with the public, one tax ad- 
ministration agency should replace the heterogeneity which in 
many states scattered revenue collections among half a dozen 
or more different departments. The movement toward inte- 
gration of state tax administration has become very much 
more vigorous in the past few years. 


In some states, it has 


developed gradually; and in several states it has become reason- 
ably complete at the present time.” 


system of appointment and promotion is retained in 
selecting personnel for the department. The local 
political organization actually names persons to 
occupy various positions. The director of income 
taxation, for example, will be named by the political 
party committee of his county. If he shows discrim- 
ination in making decisions favorable to his own 
county, the department head will be unable to dis- 
miss him without approval from his county, and the 
approval will probably not be granted. Thus each 
division of the department will be headed by a person 
theoretically named by the department head but 
actually named by a different (and the word differ- 
ent is important) political party organization. More- 
over, every individual concerned, including the 
department head, will know the real facts of the situ- 
ation and behave accordingly. Needless to say, little 

integration of actual policy can be expected as long 
as each employee is really responsible to some party 
organization or other person different from that to 
which every other responsible employee reports. 
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The development of state and national organiza- 
tions of officials concerned with tax administration 
tends to improve not only tax administration but tax 
policy determination throughout the several states. 
The forerunner of these developments, the National 
Tax Association, beginning in 1907, has continued 
over a long period to provide a forum in which tax 
administrators, academic tax students, and taxpayers’ 
representatives may get together for discussion of 
their problems both orally and in writing. A more 
pointed development is the recent organization of a 
number of types of state tax administration officials 
for the purpose of dealing with their specific prob- 
lems. Even more recently, some of these have been 
brought together within the Federation of Tax Ad- 
ministrators, which maintains a central secretariat 
in Chicago. Similarly, certain of the organizations 
having more specific problems have set up separate 
secretariats as exemplified in the National Associa- 
tion of Assessing Officers. 

Many good influences in tax practice flow from 
these organizations. One of the most constructive 
is the vigorous emphasis on technical as distinguished 
from political phases of taxation. 


Integration of State and Local Fiscal Policy 


Traditionally, states and localities have represented 
completely separated governmental agencies. That 
is, the state government pursued its purposes without 
regard to municipalities, counties, or townships; and 
local governments reciprocated in kind. The first 
important step toward the elimination of this view of 
the situation was taken when state review agencies 
were set up to equalize local assessments. In view of 
the fundamental necessity of good original assess- 
ments if the result is to be satisfactory, the super- 
vision of local assessors was an easy next step. In 
a number of states this development led to other in- 
ter-relationships equally significant. It has come to 
be customary, particularly during the last twenty 
years, that as new sources of revenue were developed 
the local government units, or certain of them, should 
share in the revenue. This led to the so-called state 
collected, locally shared taxes, and, more significantly, 
the practice of distributing state taxes to counties, 
cities, and townships in the form of grants-in-aid 
usually for specific functional activities. 

Possibly the most significant development in the 
direction of integrated state and local fiscal policy, 
however, is found in the state supervision of local 
budgeting and other general financial processes. Ina 
number of states the county budget must be approved 
for certain purposes by a state agency which has 
technical facilities for critical review. In others the 
local debt problems are subject to state review, and in 
many the earlier movement toward state supervision 
of assessments has developed into what may be desig- 
nated as a state and local codperative assessment 
plan. 


Federal Revenue Tendencies 


Prior to a period shortly before the World War, the 
revenues of the United States government were de- 
rived almost entirely from a few excises, particularly 
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those on tobacco and alcoholic beverages, and from 
tariff revenues, the by-product of our protective 
policy. Immediately preceding the War the amend- 
ment to the federal constitution providing for income 
taxation without apportionment was approved. 
However, no heavy tax program under their authori- 
zation was adopted prior to the outbreak of the 
World War in Europe. 


Shortly after the War began seriously to affect 
economic life in the United States, Congress greatly 
enlarged the scope of federal income taxation. After 
the United States declared war, rates were again 
boosted ; and the excess profits tax was enacted. 


Prior to the fiscal demands of the World War 
period, also, the Federal Government had been with- 
out any consistent death tax policy. Indeed inherit- 
ance and estate taxes had been employed only 
during emergencies, and for many years none had 
been imposed. With the outbreak of the War, an 
estate tax was enacted and became an integral part 
of fiscal policy of the Federal Government. 


In the meantime, too, numerous manufacturers’ 
excises were introduced. These required consumers 
of specific luxury and semi-luxury items to bear taxes 
initially paid by producers. Included among the 
classes of items subject to tax were certain capital 
goods, notably, of course, automobiles and trucks and 
parts. 


Immediately following the World War, revenue 
needs in some respects became more, rather than less, 
stringent. It is not, therefore, surprising that the first 
tax relief came in 1921, and the first major reduction 
was deferred until 1924. It is important in under- 
standing the tax policy of the Federal Government 
to observe that this and subsequent legislation pro- 
vided for outright repeal of many of the special ex- 
cises. From the point of view of fair distribution of 
the tax load, it is probable that repeal of these so- 
called nuisance taxes did more toward a fairer opera- 
tion of the entire tax system than any other measure 
Congress could have adopted with similar revenue 
losses. Another definitely constructive move which 
had the effect of a concession to the states rather than 
primarily to the taxpayers was the introduction of 
the so-called death tax credit. At the same time, too, 
income tax rates were reduced and the excess profits 
tax, which had proved extremely difficult of adminis- 
tration, was repealed. 


At the onslaught of the depression of the early 
1930’s federal revenue needs were again found to be 
acute. The progressive tax measures (income and 
estate taxes) were again restored at approximately 
war-time levels. Income tax rates in particular were 
greatly increased especially in the upper brackets. 
Death tax rates were also boosted and in such a man- 
ner as to render the relationship between federal and 
state inheritance and estate taxes very much less 
satisfactory than formerly. 


Coincident with the various other revisions de- 
signed to increase ordinary revenues were extensive 
changes in the corporation tax policy. Not only did 
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Congress experiment with graduated corporation 
taxes, but the excess profits tax in a somewhat 
changed guise and certain new federal corporation 
taxes were enacted. The excess profits tax was ren- 
dered very much more feasible administratively than 
the war-time measure had been by the introduction 
of a companion capital stock tax in connection with 
which necessity for administrative appraisal of in- 
vested capital was eliminated. Of these corporation 
taxes, however, the most objectionable in practice 
was that providing for a tax on undistributed profits. 
That measure was first rendered innocuous and sub- 
sequently entirely repealed. 

The depression resulted in restoration of practically 
all the war-time excises. These measures were en- 
acted on a temporary basis but have been re-enacted 
from time to time. Most of them and some not in- 
cluded in the war-time program are still effective. 

As already suggested, some of the war-time meas- 
ures proved extremely difficult of administration. 
Subsequently there has been considerable emphasis 
on simplification of administration, and definite im- 
provements have been made. At the present time, how- 
ever, there is marked objection to some of the 
administrative policies largely because they take in- 
adequate account of the load imposed on taxpayers 
incident to determination of their liability. One 
accountant, for example, remarked recently that the 
federal alcoholic beverage tax alone cost distillers and 
liquor wholesalers more money incident to filing re- 
turns and maintaining tax records than did an entire 
well-diversified state tax system in which modern 
administrative techniques were employed. Only re- 
cently the Treasury has introduced decentralized ad- 
ministration of the income tax and has thereby 
eliminated some of the objectionable features, but it 
may have introduced other difficulties of considerable 
proportions. 


The Future in American Taxation 


The scientific student of public finance is reluctant 
to predict fiscal developments not clearly implied by 
discernible facts. It is my purpose to avoid looking 
into a future in American taxation beyond what is 
clearly implied by economic conditions and clear-cut 
fiscal tendencies. 


As to state and local economic policy in taxation, it 
seems probable on the basis of facts now available 
including prospective needs for revenue and the tax- 
ation developments outlined above that several tax 
changes may be anticipated. The states which have 
not done so may reasonably be expected to adopt 
personal and corporation income taxes—with the pos- 
sibility, however, that certain constitutional difficul- 
ties will, for the immediate future at any rate, prevent 
such legislation in some states. The situation is illus- 
trated by the legal problems introduced by the Illinois 
Supreme Court’s interpretation of the state constitu- 
tion. It may be anticipated in the second place that 
state government will make increased use of death 
taxation. Since forty-seven of the states now impose 
inheritance or estate taxes or both, such a change 
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will undoubtedly come, if it comes at all, as a con- 
sequence of increases in rates particularly in the 
lower brackets and the lowering of personal exemp- 
tions. I have no predictions to make with respect to 
selective excise and general sales taxes. 

The Federal Government policies are more difficult 
to predict. It appears highly probable, however, in 
view of recent developments that some attention will 
be given to the conflicting levies of the Federal Gov- 
ernment and the states; and in all probability, 
although additional difficulties of this sort as yet un- 
identified, may be anticipated, Congress probably 
will aid in some measure in alleviating present 
problems. In the light of the prodigious federal debt 
and the seeming policy of increasing it still further, 
it appears that immediate reduction of federal taxes 
is scarcely to be expected. 


Concerning administration certain rather definite 
changes may be expected as a continuation of present 
tendencies at the state and local level. Better or- 
ganization and staffing of tax administrative agencies 
is, I think, highly probable. There will be better 
property assessments, more accurate determination 
of income and simplification of tax reports and tax 
records. In this manner, even if not in the field of 
tax rate reduction, business enterprise may hope for 
relief. The situation is analogous to that faced by 
two children on their way to school rather late in the 
morning. Mary proposed that they should kneel and 
pray that they reach school on time. Johnny sug- 
gested that a better policy would be to run rather 
than kneel while the prayer was in progress. At the 
moment the analogy suggests that business enterprise 
must demand better state and local tax administra- 
tion or be put longer to the expense of maintaining 
present inefficiencies. 


It is to be observed that good administration may 
do more for sound taxation oftentimes than change 
of tax measures; that is to say, than changes in the 
levies. One of the most unsatisfactory conditions for 
business enterprise is found in the requirement that 
one business pay a tax while a competitor is free 
of it. Inefficiency in administration leads inevitably 
to this result. 


It may be reasonably expected that state and local 
administrative subdivisions will increasingly dovetail 
fiscal policies. Modern conditions are rapidly teach- 
ing the lesson that lack of coérdination between state 
and local tax administration policy, for example, need 
not and must not be tolerated. Here again the rate. 
of improvement depends on the extent to which busi- 
ness demands relief from the spoils system and other 
administrative inefficiencies. 


The situation as between the Federal Government 
on the one hand and states and localities on the other 
is less encouraging. As previously indicated there 
is little likelihood that the movement to eliminate 
conflicting tax levies will progress rapidly. There is, 
however, some possibility of immediate progress in 
the inadequate dovetailing of federal and state admin- 
istration. Indeed, although there is still a long way 
to go, definite improvement has recently been effected. 
Further progress is highly probable and can be 
greatly facilitated if we run, rather than kneel, as 
we pray. 
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The Foreclosure of Tax Liens in Illinois 


By BERTRAM L. POLLAK* 


N VIEW of the present activity with reference to 
i the proposals to enforce collection of real estate 

taxes long delinquent, by foreclosure of the tax 
liens thereon, a discussion of the law relative to such 
proceedings, in the light of the court’s interpretation 
of the statutes, appears timely. 

The right to maintain a suit foreclosing the lien is 
now granted by section 216 of the Revenue Act of 
1939.1 Originally, this section? appeared as sec- 
tion 253 of the Revenue Act of 1872 and merely pro- 
vided that the taxes assessed were a lien upon the 
property until paid. In the Biggins case,’ an initial 
proceeding to foreclose this lien in equity was dis- 
missed for want of equity, on demurrer, on the ground 
that equity did not have jurisdiction to foreclose the 
tax lien given by this section as such lien was purely 
legal in character and not contractual and, being 
purely a legal lien, it could only be enforced if ex- 
press provision be made for such enforcement by 
statute. The court said that “the courts cannot make, 
but can only construe laws after they are made by the 
legislature,” and “that if the Revenue Law be defec- 
tive in respect to the remedy provided for enforcing 
such a lien, it is the duty and business of the legis- 
lature to amend it.” Immediately after this decision 
was rendered, at the next session of the legislature 
in 1881, section 253 was amended‘ so as to provide 
for the foreclosure of this tax lien in equity. In 1935 
after the Appellate Court, on an interlocutory appeal,® 
had reversed the appointment of a receiver pendente 
lite on the theory of the Biggins case, that is, that it 
was without jurisdiction to make such appointment 
inasmuch as the statute had not provided for it, this 
section was further amended to include the so-called 
“Skarda Act” which permitted the appointment, on 
petition, of such receiver pendente lite.® 

In enacting the Revenue Act of 1939 the legislature 
also repealed section 253. However, they re-enacted 
it verbatim in its form subsequent to the “Skarda” 
amendment as section 216 of the Revenue Act of 
1939.7 The legislature also included in the Revenue 
Act of 1939 section 216a,*° providing for the appoint- 
ent of a receiver during the pendency of a tax fore- 
closure proceeding, upon the verified petition of any 
party to the proceeding or the holder of the certificate 
of purchase. Such receiver is to be appointed to 
prevent waste, and to maintain the premises in good 
condition and repair, or when, in the judgment of the 
court, it is to the best interest of the parties; sec- 
tion 216b® providing that no receiver is to be ap- 


* Attorney at Law, Chicago. 

1 See. 119.713, Chap. 119, Jones Ill. Stat. Ann., Suppl. Aug., 1939. 
Approved May 17, 1939. In effect July 1, 1939. Laws 1939, H. B. No. 
310. Chap. 120, Sec. 697, Ill. Rev. Stat. 1939. 

* Laws 1871-72, page 59. 

3’ People v. Biggins, 96 Ill. 481. 

* Laws 1881, page 130. 

5 People v. Straus, 266 Ill. App. 95, 107 N. E. 125. 

* Chap. 120, Sec. 238, Ill. Rev. Stat. 1937, 


pointed for any premises used for farming purposes, 
or improved in whole or in part as a family dwelling 
and occupied by the owner as a residence at the time 
the unpaid taxes became 
a lien and continuously 
thereafter, and _ section 
216c *° providing that the 
invalidity of any portions 
of sections 2l6a or 216b 
shall not affect the valid- 
ity of any other portion of 
the Act which can be 
given effect without such 
invalid portion. 

Although all of the de- 
cisions discussed herein 
were rendered with re- 
spect to section 253 of the 
former Revenue Law, the 
repeal of that section will 
not have any effect on the 
stare decisis of these deci- 
sions, inasmuch as section 
216 of the Revenue Act of 
1939 is a word for word 
re-enactment of the former 
section 253. Section 216 
of the Revenue Act, there- 
fore, is at present in the following form, reading: 
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Sec. 216. The taxes upon real property, together with all 
penalties, interests and costs, that may accrue thereon, shall 
be a prior and first lien on such real property, superior to all 
other liens and incumbrances, from and including the first day 
of April in the year in which the taxes are levied until the 
same are paid; which lien may be foreclosed in equity in any 
court of competent jurisdiction in the name of the People of 
the State of Illinois, whenever the taxes for two or more 
years, upon the same description of property, shall have been 
forfeited to the State, and may be sold under the order of the 
court by the person having authority to receive State and 
county taxes, with the same notice to interested parties and 
right of redemption from said sale, as is now provided by law, 
and in conformity with sections four (4) and five (5) of 
Article IX of the Constitution of this State. Such lien may 
also be enforced at any time after six months from the day 
the tax becomes delinquent out of the rents and profits of 
the land accruing, or accrued and under the control or juris- 
diction of a court, by petition in any pending suit having 
jurisdiction of the land, or in any application for judgment 
and order of sale of lands for delinquent taxes, in which the 
land is included, in the name of the People of the State of 
Illinois, on the direction of the county board of the county 
or on the direction of the corporate authorities of any taxing 





7 Sec. 119.713, Chap. 119, Jones Ill. Stat. Ann., Suppl., Aug., 1939. 
Chap. 120, Sec. 697, Ill. Rev. Stat. 1939. 


§ Sec. 119.713(1), Chap. 119, Jones Ill. Stat. Ann., Suppl., Aug., 1939. 
Chap 120, Sec. 697a, Ill. Rev. Stat. 1939. 


® Sec, 119.713(2), Chap. 119, Jones Ill. Stat. Ann., Suppl., Aug., 1939. 
Chap. 120, Sec. 697b, Ill. Rev. Stat. 1939. 


10 Sec. 119.713(3), Chap. 119, Jones Ill. Stat. Ann., Suppl., Aug., 
1939. Chap. 120, Sec. 697c, Ill. Rev. Stat. 1939. 








91 





























































































































































































































































































































































































































92 TAXES— 





body entitled to receive any part of such delinquent tax. The 
process, practice and procedure under this Act shall be the 
same as provided in an Act entitled “An Act in relation to 
practice and procedure in the courts of this State,” approved 
June 23, 1933, except that receivers may be appointed on not 
less than three days’ written notice to owners of record or 
persons in possession. In all such petitions the court shall 
have power to appoint the county collector only receiver to 
take possession of the real estate for the purpose of collecting 
the rents, issues and profits therefrom, and to apply the same 
in satisfaction of the tax lien. When the taxes set forth in 
the petition are paid in full, the receiver shall be discharged. 
If the taxes described in the petition shall be reduced by the 
final judgment of a court, the county collector shall forthwith 
refund all moneys collected by him as receiver over and above 
the taxes as reduced, and shall deduct the amount thereof 
from the moneys thereafter distributed to the taxing bodies 
which received the same. In proceedings to foreclose the 
tax lien on any real property, or in petitions to enforce the 
same, the amount due on the collector’s books against 
the said property shall be prima facie evidence of the amount 
of taxes against the said real property. W hen any taxes are 
collected in either of such proceedings, they shall be paid to 
the county collector, to be distributed by him to the respec- 
tive authorities entitled thereto. 

Sec. 216a. During the pendency of any tax foreclosure pro- 
ceeding and until the time shall expire to redeem the premises 
sold, or redemption shall be made, from any sale that may be 
made under any decree foreclosing the lien of taxes, no waste 
shall be committed or suffered on any of the premises involved 
therein but the premises shall be maintained in good condition 
and repair. In order to prevent waste and to maintain the 
premises in good condition and repair, or when in the judg- 
ment of the court it is to the best interest of the parties, the 
court, upon the verified petition of any party to said pro- 
ceeding, or the holder of the certificate of purchase, may 
appoint a receiver for the premises with like powers and duties 
of receivers in chancery as in cases of foreclosure of mort- 
gages and trust deeds. In lieu of appointing a receiver, the 
court in its discretion, may take such other action as may be 
necessary or desirable to prevent waste and maintain the 
premises in good condition and repair. 

Sec. 216b. No receiver shall be appointed under the pro- 
visions of Section 2l6a for premises used for farming pur- 
poses or for premises improved in whole or in part as a 
family dwelling and occupied by the owner of said premises 
as a residence at the time the unpaid taxes became a lien 
and continuously thereafter. 

Sec. 216c. The invalidity of any portion of this amendatory 
Act shall not affect the validity of any other portion hereof 
which can be given effect without such invalid portion. 


Sections 4 and 5 of Article IX of the Constitution 
mentioned in the section are as follows: 

Sec. 4. The General Assembly shall provide, in all cases 
where it may be necessary to sell real estate for the non- 


payment of taxes or special assessments for State, county, 
municipal or other purposes, that a return of such unpaid 
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taxes or assessment shall be made to some general officer of 
the county having authority to receive State and county taxes; 
and there shall be no sale of said property for any of said 
taxes or assessments but by said officer, upon the order or 
judgment of some court of record. 


Sec. 5. The right of redemption from all sales of real 
estate for the non-payment of taxes or special assessments of 
any character whatever, shall exist in favor of owners and 
persons interested in such real estate, for a period of not less 
than two years from such sales thereof. And the General 
Assembly ‘shall provide by law for reasonable notice to be 
given to owners or parties ‘interested, by publication or other- 
wise, of the fact of the sale of the property for such taxes or 
assessments, and when the time of redemption shall expire: 
Provided, that occupants shall in all cases be served with 
personal notice before the time of redemption expires. 


4) HE above section, being remedial, is to be liberally 
construed." As provided by this section, the con- 
dition precedent for the institution of such foreclosure 
proceedings is that “taxes for two or more years, 
upon the same description of property shall have been 
forfeited to the State.” However, it was held ?* that 
“it is not required that there shall be forfeitures oc- 
curring in different years.” One forfeiture involving 
two years taxes will be sufficient. It is to be noted also, 
that if many forfeitures are alleged in the complaint, 
all that is necessary to establish is forfeiture for two 
years.** 


The forfeiture being a condition precedent to the 
action, its validity is usually the first point of attack. 
It was early decided that whether the judgment under 
which the forfeiture was had was in strict conformity 
with the statute would not be considered by the court 
since the remedy in such a case was by appeal from 
the judgment order of the County Court; the point 
could not be raised collaterally.** 

The attitude of our Supreme Court with respect to 
a collateral attack on the forfeitures in a tax fore- 
closure proceeding, and the issues involved, is re- 
flected in the case of Hammond v. People,’> wherein 
it was declared that although the County Court judg- 
ment under which the forfeitures occurred included 
illegal taxes, it would not effect the jurisdiction to 
entertain a bill to foreclose under section 216 as in 
such a suit a court of equity may decree foreclosure 
for only such taxes as are found legally due.*® 

On another appeal involving the same case," the 
court re-affirmed the position it had previously taken. 





1 People v. Straus, 355 Ill. 640, 189 N. E. 877. 
12 People v. Weber, 164 Ill. 412, 45 N. E. 72 

13 People v. Straus, 355 Ill. 640, 189 N. E. 877. 
4 Biggins v. People, 106 Ill. 270. 

% Hammond v. People, 169 Ill. 545, 
% At page 550 of the Opinion: 
by counsel, that there was no valid forfeiture of the tract of land 
in question, and that therefore equity had no jurisdiction, we are 
of the opinion that it also is not well taken. Said section 253 
provides, that ‘in proceedings to foreclose the tax lien on any real 
property, the amount due on the collector’s books against the said 
property shall be prima facie evidence of the amount of taxes 
against the said real property.’ This provision of the statute evi- 
dently means that the amount shown by the collector’s books 
against the property shall be sufficient evidence of the amount due, 
unless rebutted by evidence. (19 Am. & Eng. Ency. of Law, 83.) 
The plaintiffs in error, not having appeared in the county court 
when judgment was rendered upon the application of the collector, 
were not precluded from raising the question in this case that said 
judgments for the taxes appearing to be due by the collector’s books 
included certain illegal taxes which the parties in interest had no 
authority to collect, and they were in this case permitted to raise 
such question, and the illegal taxes, being separable from the others, 
were eliminated. But we are not prepared to hold that there was 


48 N. E. 573. 
“‘As to the second point made 











not, within the meaning of the statute, such forfeitures of the 
property in question as to authorize the filing of the bill for the 
foreclosure of the lien. Thus, in Mix v. People, 116 Ill. 265, 4 
N. E. 783, it was held upon a bill to foreclose a tax lien, that the 
property owner should be allowed credit for a certain amount of 
the taxes he had paid, but that there should be a foreclosure for 
the proper amount. * * * 

‘“‘As said in the Sanderson case, (117 Ill. 171, 7 N. E. 114) this is 
not a suit on a tax title, where an illegal tax would necessarily 
vitiate the tax title and the validity of such title is the only ques- 
tion at issue, but it is a suit in equity to collect delinquent taxes. 
and the forfeiture for two years’ taxes is by statute made a con- 
dition precedent to the right to bring such suit. No land has been 
sold for taxes, for the sufficient reason that no one bid at the tax 
sale, possibly because there was some doubt as to the regularity 
or validity of some part of the taxes, and the statute has therefore 
provided this way for the People to recover what is justly due 
them. (Sanderson case, supra.) A court of equity always has 
power to take an account, and a defendant in equity seeking to 
set aside a forfeiture must pay what in equity and good conscience 
is due, if he would invoke the aid of the court. The People here 
are only seeking a decree for the amount justly due as unpaid 
taxes, and the court has power to find the amount due, and order 
a sale if such amount is not paid within the time fixed by it.’’ 

7 Hammond v. The People, 178 Ill. 254, 52 N. E. 1030. 





Fea 
a 


February, 1940 


However, in the case of People v. Henchler,’® only 
a scrawl by way of a seal, and not the official seal, 
was affixed by the clerk to the judgment record of 
the County Court. In sustaining the defense that 
because of this factor the land was not legally for- 
feited, the court, at page 584 stated: 

“To constitute a valid forfeiture all of the steps provided 
by the Statute must have been substantially complied with. 
To create a forfeiture there must have been a judgment, a 
process in substantial conformity with the requirements of 
the statute authorizing the sale of the property, an offer of 
the property for sale and a failure to sell for want of bidders.” 

In the case of People v. Straus,!® in disposing of 
objections that the forfeitures upon which the fore- 
closure proceedings were predicated were invalid be- 
cause some of the records were not properly verified, 
notations of the clerks were obscure and objections 
were pending, the court distinguished the case of 
People v. Henchler, supra. The distinction was made 
that the record in the Henchler case showed on its 
face that one of the forfeitures relied upon “was not 
merely technically deficient but was totally void 
ab initio.” 


T CAN be stated therefore, that irregularities in a 

forfeiture which go merely to form or to strict con- 
formity with the statute and do not violate any of 
the mandatory provisions of the statute are impervi- 
ous to collateral attack and may not be availed of as 
a defense in a foreclosure proceeding, but that errors 
in substance, violating the mandatory provisions of the 
statute, which would .render the forfeiture void, may 
be utilized as a defense. In this connection it is to 
be noted that it has been held *° that “where the law 
expressly directs that process shall be in a specified 
form and issued in a particular manner” that such 
a provision is mandatory. 

No new lien is created by the language of sec- 
tion 216 that “penalties, interest and costs” are liens, 
since the word “taxes” as included in the original 
act includes penalties, interest and costs.24_ The use 
of the word “taxes” in section 216 also includes spe- 
cial assessments so as to authorize a foreclosure in 
equity of the lien given by law for such assessments.” 
In a very late case *?* it was held in a tax foreclosure 
suit, that the liens of general taxes and of special 
assessments were on a parity and equal, with no pref- 
erence or priority of one over the other. The tax 
lien is a first, prior and superior lien to all other liens 
and the right of homestead is not superior to such 
lien.2* All proceedings under this section must be 
brought in the name of the People of the State of 
Illinois, and may not be brought in the name of any 
individual taxing body; ** the remedy afforded by the 
section may only be obtained in a court of equity.”° 

The original section 253 as amended in 1881 7° en- 
larged the jurisdiction of equity so as to include the 





18 People v. Henchler, 137 Ill. 580, 27 N. E. 602. 

19 People v. Straus, 355 Ill. 640, 189 N. E. 877. 

20 People v. Henchler, 137 Til. 580, 583, 27 N. E. 602. 

*1 Biggins v. People, 106 Ill. 270. 

22 Gauen et al., v. Drainage District, 131 Ill. 446, 23 N. E. 633. 

2a People v. Sanitary District, 371 Ill. 380, 20 N. E. (2d) 576. 

*3 People v. Weber, 164 Ill. 412, 45 N. E. 723. 

*4 Sennott v. Drainage District, 155 Ill. 96, 39 N. E. 567; Gauen 
et al. v. Drainage District, 131 Ill. 446, 23 N. E. 633; People v. Straus, 
355 Ill. 540, 189 N. E. 877; Ward v. Alton, 23 Ill. App. 475. 

> Douthett v. Winter, 108 Ill. 330. 

** Laws 1881, page 130. 
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foreclosure of tax liens. Inasmuch as it contained no 
procedural directions except as to notice and right 
of redemption in conformity with sections 4 and 5 
of Article 9 of the Constitution, the enforcement of 
the liens is to be conducted in the same manner and 
to the same extent as enforcement of other liens in 
equity.2* The issuance of process, the practice and 
the procedure in these tax foreclosures are similar 
to those in an ordinary foreclosure of a lien in 
equity 7° or of a trust deed, and by the words of the 


section itself are to be governed by the Civil Prac- 
tice Act. 


It is sufficient to allege in the complaint the amount 
shown due by the collector’s books, for pursuant to 
the section,”® the collector’s books are prima facie 
evidence of the amount due. However, the property 
owner is entitled to proper credit so far as he has 
paid to the proper collecting officers any taxes, penal- 
ties or costs, even though he is in default as to a 
portion of the tax; a decree will be reversed if proper 
credit has not been given or if the proper amount 
has not been found due.®° 


The question of who are necessary party defend- 
ants to the proceeding has not been determined by 
the Supreme Court. The decisions are conflicting and 
cannot be distinguished. A study of these cases is 
therefore pertinent. In the case of People v. Weber, 
decided in 1897, the court, in holding that neither a 
wife nor mortgagees were necessary parties to the 
action, stated: 

“Appellee testified at the hearing that he was married and 
resided with his wife on the premises in question, and that 
there were two mortgages on the property. He insists that 
his wife was a necessary party on account of homestead right, 
and that the mortgagees should also have been made parties 
defendant. The homestead is not exempt from the lien for 
taxes, and as that question could not be made the subject of 
litigation, we see no reason for making any person defendant 
except the owner in possession of the land who is liable for the 
taxes, any more than in any other form of proceeding for the 
collection of such taxes. Every person interested in the premises 


must, at his peril, see that the lien for taxes is discharged.” 
(Italics supplied.) 


However, in the later case of Glos v. People,** de- 
cided in 1913, the opposing doctrine was announced, 
following the earlier case of Mix v. People.** In the 
Mix case it was held that persons not made party de- 
fendants to the proceedings would not be bound by 
the decree nor would their interest be affected 
thereby. In the Glos case, a bill of review was filed 
by Emma Glos to attack the decree of partition en- 
tered in Clark v. Zaleski,*** which was based on a pre- 
vious tax foreclosure decree. One of the grounds 
relied upon to sustain the bill was that plaintiff was 
the owner of an undivided one-third interest in the 
property, having acquired the same from her husband, 
a holder of a tax deed, by quit-claim deed prior to the 


21 People v. Cant, 260 Ill. 497, 103 N. E. 232. 

28 Ibid. 

9 “In proceedings to foreclose the tax lien on any real property, 
or in petitions to enforce the same, the amount due on the col- 
lector’s books against the said property'shall be prima facie evidence 
of the amount of taxes against said real property.’’ 

% Miz v. People, 116 Ill. 265, 4 N. E. 783. 

31 People v. Weber, 164 Ill. 412, 416, 45 N. E. 723. 

* Glos v. People, 259 Ill. 332, 102 N. E. 763. 

%8 Mix v. People, Note 30, supra. 

Ma 253 1. 63, 97 N. E..272. 
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tax foreclosure proceedings, to which she was not 
made a party. The court used the following lan- 
guage ** in sustaining the order of the lower court in 
dismissing the bill of complaint: 

“Considering all the pleadings in said foreclosure proceed- 

ings along with said decree of October 16, 1909, it is clear 
that said decree could not bind or effect in any way the 
interests of [plaintiff], as the record shows that she was not 
a party to the proceedings, and further shows that it was 
alleged in the answer (in said foreclosure proceedings) of one 
of the defendants that the bill therein was defective because 
she was not a party. These pleadings show clearly on their 
face that said decree, so far as it effected [plaintiff's] interest 
was totally void, so that any person ‘inspecting the record 
and comparing it with the law is at once apprised of the 
illegality. (2 Cooley on Taxation (3d ed.) 1448)’ * * * The 
conclusion follows that [plaintiff] not being prejudiced in 
any way is not entitled to maintain this bill of review, and 
the court rightly struck it from the files and dismissed the 
proceedings.” 
It can be seen from the foregoing that although the 
court felt that the corrective method was in error, 
nevertheless the non-inclusion of plaintiff as a party 
defendant was erroneous. 

It is interesting to note that thereafter on a writ of 
error to the Supreme Court,** the plaintiff was suc- 
cessful in sustaining her position for the court held 
that, “the decree assuming to adjudicate upon the 
right or title of the plaintiff in error without jurisdic- 
tion of her person was void and will be set aside,” 
but that this holding would not effect the validity of 
the decree as to others, unless she was such a party 
without whose presence no decree could be rendered. 

In this same case of People v. Evans, supra, however, 

the court followed the doctrine of the Weber case ** 
as to the effect of the superiority of a tax lien in a 
tax foreclosure, in stating at page 240: 
“_that lien was paramount to all rights, titles, claims or 
interests whenever or however acquired so that there was no 
right involved except in a possible surplus above the amount 
necessary to satisfy the decree, and there was no surplus 
about which different parties might contend.” 

In the light of the fact that it is necessary, in the 
foreclosure of a superior lien, to include all parties in 
interest as defendants, it would appear to be the 
safer course to include all such persons as parties de- 
fendant pursuant to the doctrine of the Glos and Evans 
cases that persons not made party defendant to the 
proceeding are not bound by the decree nor their 
interests effected thereby, rather than rely on the deci- 
sion in the Weber case which held that only the owner 
in possession liable for the taxes need be made party 
defendant. It is submitted, however, that the logic 
of the Weber case is sound, that is, that under no cir- 
cumstances or by any proof “could any lien be estab- 
lished superior to that for taxes.” Inasmuch as the 
superiority of the tax lien is acknowledged, it would 
seem to follow that no purpose would be served by 
including all persons in interest as party defendants, 
as no matter what interest such persons had, they 
could not obtain superiority to the tax lien. The 
only rights involved are the proper distribution of 
a possible surplus from the sale and redemption. 
Fully sufficient protection for these rights may be 








% At page 344. 
% People v. Evans, 262 Ill. 235, 104 N. E. 646. 
% People v. Weber, 164 Ill. 412, 45 N. E. 723. 
* Biggins v. People, 106 Ill. 270. 
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obtained by the rule that ample notice must be given 
by the purchaser to all parties in interest, pursuant to 
the statute, prior to the expiration of the redemption 
period, (which shall be discussed later) so that the 
fact that they were not made parties to the fore- 
closure would not necessarily preclude them from 
having knowledge of or participating in a redemption. 
In those rare instances when a sale produces a sur- 
plus, the right to such surplus might be disposed of 
in a supplementary proceeding. By following the 
Weber case, the proceeding would be greatly simpli- 
fied and could be conducted to the benefit of the 
taxpayer at a great saving of time and money. Only 
the owner in possession would have to be summoned 
and publication as to unknown owners, holders of 
notes and the many persons necessary in a foreclosure 
of a trust deed would be eliminated. 

Outside of the possible invalidity of the forfeitures, 
not many defenses are available. A judgment in a 
suit at law holding defendant not personally liable 
for back taxes, penalties, interest and costs would not 
act as a bar to the tax foreclosure, as the suit at law 
was not the determinant of whether or not the land 
itself was subject to the taxes.*7 The fact that the 
land was fraudulently assessed or that the extension 
of the tax for payment of certain bonds was illegal 
may not be interposed, although defense as to the 
amount due may be set up.** 


OB eae in a special assessment foreclosure under 
this section, that the aggregate of the assessments 
would produce more money than the debt of the Dis- 
trict for which assessment was made, and that part of 
the assessments abated by operation of law has been 
held to be without merit, because the County Court 
is the proper forum for such objection.*® In the same 
case *® the defenses, that the assessment rolls of benefits 
returned by the juries were defective in not indicating 
that the figures given referred to dollars and cents, 
that the County Court in reviewing the reports of 
commissioners appointed to estimate the expenses of 
the improvement illegally increased the amount so 
estimated, and that interest not authorized by law 
was included in the taxes, were overruled. It has 
also been held *° that payment by the drainage dis- 
trict of the indebtedness created to make an improve- 
ment does not extinguish the lien for unpaid assessments 
levied against property for its proportionate share of 
the cost of the improvement. 

In a later case,*! objections were made that the 
certificates of publication were defective, that levies 
were made for the wrong year and did not purport to 
be made for any year, and that judgment was rendered 
at the June term of the County Court whereas no 
such court term was authorized by law. The lower 
court dismissed the foreclosure bill on the basis of 
the showing of these irregularities. The Supreme 
Court reversed the decree dismissing the foreclosure 
bill, holding that the County Court was not a court 
of inferior jurisdiction, but of general jurisdiction, 
and, therefore, its jurisdiction was conclusive, and 





3% Mix v. People, 116 Ill. 265, 4 N. E. 783; Hammond v. People, 
169 Ill. 545, 48 N. E. 573. 
3% People v. Weber, 164 Ill. 412, 45 N. E. 723. 
*” Hammond v. People, Note 38, supra. 
“1 People v. Miller, 339 Ill. 573, 171 N. E. 672. 
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every presumption was to be indulged in, to sustain 
the jurisdiction. Further, it held that proof to es- 
tablish the facts of jurisdiction were not required to 
be shown on the face of the record, and that in the 
foreclosure proceedings the defendant could always 
interpose the defense that the real estate was not 
liable for the tax. In the event the description of the 
land is void for uncertainty, in that they are described 
so that they cannot be located the complaint may be 
attacked on such ground, as there could be no lien 
and consequently no judgment.*? However, in the 
event a decree is entered on several tracts, the fact 
that the description of one or more of the tracts was 
void for uncertainty “would not vitiate the sale nor 
render the decree erroneous, as to the other tracts”, 
the decree being several as to each tract.** 


After the case is at issue, if the court, because of the 
pressure of business, does not desire to hear the evi- 
dence, it is referred to a master in chancery to ascer- 
tain the amount due. Under a special section of the 
Fees and Salaries Act ** pertaining to master’s fees 
in a tax foreclosure case, the master does not receive 
any specific fees for docketing the case, continuances 
etc., as in the ordinary reference, but a reasonable 
compensation fixed by the court upon a detailed report 
of the master in chancery upon the time spent in 
each case. 


ECTION 216 specifically provides that the amount 

due on the collector’s books “shall be prima facie 
evidence ofthe amount of taxes” due on the property. 
A tabulated statement of the amount due, prepared 
by the county clerk at the request of the state’s 
attorney, is admissible in evidence. However, any 
error or mistake in tabulating may be shown by cross- 
examination *® or the amount shown due may be 
rebutted by proof® The Hammond case ** held that 
proof of back taxes might be made under an averment 
in the complaint of the amount shown due for the 
current year, where the back taxes had been forwarded 
from year to year and added to the current tax due. 
Evidence of all sums of taxes, penalties or costs paid 
to the proper collecting officers is to be admitted in 
evidence,*’ to the end that the exact amount due may 
be ascertained. 

The decree would find the amount of taxes due and 
should “fix a short time within which such amount 
should be paid, so that the parties interested may pay 
on all or any of the tracts, and as to such, to avoid 
sale.”4® The costs of the foreclosure may be taxed 
against the land sought to be subjected to the lien 
and follow the decree in the same manner as in other 
suits of similar character to enforce liens. The court 
may require the owner of the land, or the land itself, 
to be charged with the payment of legal costs of the 
proceeding.*® If, however, a finding is made on be- 





® Sanford v. People, 102 Ill. 374; People v. Chicago & Alton Rail- 
road Company, 96 Ill. 369. 

“ Mia v. People, 116 Ill. 265, 4 N. E. 783. 

* Sec. 38B, Chap. 53, Ill. Rev. Stat. 1939. 

% Mix v. People, 122 Ill. 641, 14 N. E. 209. 

* Hammond v. People, 169 Ill. 545, 48 N. E. 573. 

* Mix v. People, 116 Ill. 265, 4 N. E. 783. 

* Ibid. 
* Hammond v. People, 178 Ill. 254, 257, 52 N. E. 1030. 
°° Ward v. City of Alton, 23 Ill. App. 475. 
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half of the defendant, neither the people nor the 
county may be required to pay the costs of the pro- 
ceeding.*° Such a finding will be considered as res 
adjudicata as to all matters determined in that pro- 
ceeding and a good defense to an application for 
judgment in the County Court on the same taxes.*! 
Inasmuch as the procedure provided for in the section 
contemplates not a personal judgment, but a decree 
in rem, provision should not be made in the decree for 
any deficiency judgment.®*” In an opinion * rendered 
by Judge Kerner, as Attorney General of the State of 
Illinois, it was stated that no deficiency judgment 
could be entered against the owner of the land. 


If the County Court had jurisdiction to enter the 
judgment for taxes, such judgment cannot be reduced 
in amount by the decree of foreclosure, as such reduc- 
tion would amount to a collateral attack on the pro- 
ceedings in which the judgment for taxes was entered.** 
But, if in the decree an account based upon the County 
Court judgment is allowed which is unauthorized by 
statute, the decree is erroneous to the extent of such 
unauthorized and illegal amount.®> All tax titles, 
liens, whether common law, equitable or statutory, 
and encumbrances, by mortgage or trust deed of any 
nature against the land are “cut-off” by the fore- 
closure decree and a sale pursuant thereto is in full 
satisfaction of all previous tax liens and encumbrances 
of every type and character.** It is because of this 
factor that the foreclosure of a tax lien is so effective. 
Upon proper completion of the tax foreclosure pro- 
ceeding, the title obtained thereby is the same as that 
acquired in the ordinary foreclosure of a mortgage or 
trust deed. The new title is free and clear of all 
encumbrances, such as first and junior mortgages and 
all liens of judgments or other claims upon the land 
involved. A person who purchases land from an 
owner subsequent to a tax foreclosure sale takes the 
title as it then stands and occupies no better position 
than his vendor. In such a case he has no interest in 
the land except a right to redeem from the sale within 
the period allowed by law and may not maintain a 
bill for partition against the purchaser at the tax sale.*” 


Upon the entry of the decree, the next step is to 
sell the property in accordance with the decree, for 
cash to the highest bidder. The bid need not equal 
the amount of delinquent taxes.°* The sale must be 
conducted by the County Treasurer ** and cannot be 
conducted by anyone else, but otherwise it is con- 
ducted in the same manner as other equity sales. 
Although the tax foreclosure may be for both general 
taxes and special assessments there is but one sale 
to realize the amount due, and the proceeds are divided 
pro rata among the several taxing bodies to which 
the liens accrue. The inverse rule of priority under 
which the last tax lien in point of time is first in right 
is not applicable.*** Sections 202 and 206 of the former 


51 People ex rel. v. Richert, 159 Ill. 496, 42 N. E. 884. 
52 Langlois v. People, 212 Ill. 75, 72 N. E. 28. 
53 Attorney General’s Opinion, No. 1104, May 20, 1938. 

5+ People v. Weber, 164 Ill. 412, 45 N. E. 723. 

% Hammond v. People, 178 Ill. 254, 52 N. E. 1030. 

56 Clark v. Zaleski, 253 Ill. 63, 97 N. E. 272. 

3 Windmiller v. Leach, 194 Ill. 631, 62 N. E. 789. 

58 People v. Cant, 260 Ill. 497, 103 N. E. 232. 

59 Sec. 4, Art. IX, Constitution of 1870; Clark v. Zaleski, 253 Ill. 63. 
58a People v. Sanitary District, 371 Ill. 280, 20 N. E. (2d) 576. 
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Revenue Law “ forbidding a tax sale for more than 
enough to pay the amount due, and providing for the sale 
of the premises to the person who would pay the amount 
due for the least percentage as penalty do not apply to a 
tax foreclosure sale.** A party in interest may at any 
time before the sale pay the full amount of the decree and 
thus discharge the lien and prevent the sale, or if 
more than one lot is involved pay the decreed amount 
on any one of the lots. He may not, however, prior 
to the sale discharge the lien by paying a portion of 
the full amount found due on the whole, or on any 
part of the lots.” 


In People v. Straus, a sale was attacked on the 
ground that the County Collector of Cook County 
bid in on behalf of the County of Cook. The court 
held that this contention was untenable as being a 
question in which the defendants, consisting of the 
owner of the property, the trustee under the first 
mortgage and others interested in the premises, were 
not interested ; that when the County purchased in its 
own name, it necessarily bought and held the same 
for the various taxing bodies; and that if such a bid 
was in error, it concerned the people as a whole and 
the various taxing bodies only and not the defend- 
ants. In this connection, it is well to note that since 
the opinion in the Straus case, the Attorney General 
has rendered an opinion * holding that the County 
cannot purchase property in its own name in a tax 
foreclosure proceeding under this section, since it 
would be an ultra vires act, but that such purchase 
could “be challenged only as any other ultra vires act 
in a proper proceeding, by proper parties, and not by 
the owner or collaterally.” 


sett the procedure in ordinary foreclosures 
a report of sale should be made to the court and its 
approval obtained. There is no prohibition or re- 
quirement in the statute with respect to the amount 
of the bid and the property may be sold for whatever 
it may bring at the sale. However, it can be assumed 
that the courts will take advantage of the experience 
acquired in the sales of property during the “foreclos- 
ure era” and will require that the bid at the tax fore- 
closure sale be consistent with the actual value of 
the property. However, as a practical matter, the 
courts should permit bids that would be attractive 
to “tax buyers” and thus insure bidders at the sale 
and also bring a fair return to the taxing bodies. It 
is suggested therefore, that the bid on income-bearing 
property be for the principal amount of the taxes 
due, without regard to the amount of penalties due, 
but that in the event the value of the property is less 
than such amount that the bid approximate such 
value. An index to the value of the premises may 
be derived from the assessed valuation of the prop- 
erty as stated in the latest real estate tax bill or by 
the appraisal of the property by some real estate 
appraiser of acknowledged repute and integrity. 


It is appreciated by all that the large tax load on 
much of the vacant, unimproved property is a deter- 

















® Sections 245 and 247, respectively, of Revenue Act of 1939; Sec. 
119.742, 119.744, Chap. 119, Jones Ill. Stat. Ann. Chap. 
726, 728, Ill. Rev. Stat. 1939. 

61 People v. Cant, supra. 

8 Ibid. 
88 People v. Straus, 355 Ill. 640, 189 N. E. 877. 
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rent to the use of such property for new building 
and construction thereon. In order to make such 
property income-bearing to the community by way 
of taxes, it is further suggested that such property 
be permitted to be sold for whatever amount it will 
bring at the sale without regard to the valuation of 
such property. 


The period of redemption is two years from the 
date of the sale ® or until the deed is issued to the 
purchaser. Before obtaining his deed, the purchaser 
at the sale must comply with section 263 of the Rev- 
enue Act of 1939,° that is, serve notice of the pur- 
chase upon all “parties in interest,” the object of said 
notice being to give “all persons having a right to 
redeem an opportunity to do so.” *® Section 263 of 
the Revenue Act of 1939, a summary of which follows, 
provides: 


I. For the service of a written notice upon the following 
persons: 

A. Every person in actual possession or occupancy of 
the land; 

B. Persons ‘in whose name land was taxed or especially 
assessed, if upon diligent inquiry he can be found in 
the county; 

C. Owners of, or parties interested in, the land, includ- 
ing trustees or mortgagees of record if, upon diligent 
inquiry, they can be found in the county; 

II. The notice is to be served at least three months before 
the expiration of the period of redemption, and is to 
contain the following: 
A. Date of purchase of property. 
B. In whose name lot taxed. 
C. Description of land purchased. 
D. For what year land taxed, or especially assessed. 
E. When time of redemption will expire. 
If no person is in possession or in occupancy of the land 
and the person in whose name it was taxed or especially 
assessed upon diligent inquiry cannot be found in the 
county or, if the owners of, or parties interested in land, 
upon diligent inquiry cannot be found in the county 
then purchaser or his assignee shall, 

A. Publish notice (above described) in some newspaper 
printed and published in the county, and if no news- 
paper printed in the county then in a newspaper pub- 
lished in Illinois nearest the county seat of the county 
in which the land is situated. 

B. Notice is to be published three times, the first not 
more than five months and the last not less than 
three months before the expiration of the redemption 
period. 

If owners of land or parties interested therein cannot be 

found in the county and the person in actual occupancy 

is tenant of, or in possession under the owner or party 
interested, then service of notice upon tenant or occu- 
pant is deemed service upon owner or party interested. 

V. If owners or parties interested are unknown to the pur- 

chaser or his assignee, then publication as to them may 
be to the unknown owner, or parties interested in said 
property. 

. Notice of publication is to include not more than one lot, 

block, tract or piece of land as listed, assessed and sold 

in one description except where more than one lot, 
block, tract or piece of land is owned by one person, 
in which case it may be included in one notice. 

If person entitled to notice cannot, on diligent inquiry 

be found, the affidavit provided for in section 265 of the 

Revenue Act of 1939 must set forth particularly the in- 

quiries made, of whom made, and when and where made. 


(Continued on page 128) 


III. 


IV. 


VII. 






6 Attorney General’s Opinion, No. 937, January 1 
6 Clark v. Zaleski, 253 Ill. 63, 97 N. E. 272. 
6 In re Argyle-Lake Shore Bldg. Corp., 78 F. (2d) 49. 
% Section 119.760, Chap. 119, Jones Ill. Stat. Ann. 
Sec. 744, Ill. Rev. Stat. 1939. 
8 Clark v. Zaleski, Note 65, supra. 
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to as “emergency taxes” in New York City in 

the last six years has usually been attributed to 
the necessity to finance the city’s relief load, thought 
to be only a temporary emergency situation. It is the 
object of this paper to examine two aspects of the 
problem: (1) the extent and growth of the relief 
problem in New York City in the last ten years; 
(2) the methods used by New York City in financing 
the relief function. 


In 1933, there were 830,000 persons in New York 
City receiving relief (Table 1). This figure formed 
11.6% of the total population in the city that year. 
Nor was the number of persons receiving relief to 
decrease to any noticeable extent after 1933. By 1936 
there was an increase in persons receiving relief to 
approximately 1,288,000, or 17.5% of the population. 
The proportion decreased to an average of 14.4% for 
the first nine months of 1938. 


Astounding as these figures may seem at first, they 
are dwarfed in comparison with the amount of relief 
expenditures (Table 2). Total relief expenditures in 
New York City were $9,253,000 in 1929, as compared 
to $116,969,000 in 1933 and $339,249,000 in 1936. In 
1937 there was a drop to $274,657,000. The year 1933 
represents an increase of 1164% over 1929, while 1936 
is 190% higher than 1933. Although 1937 shows a de- 
crease of 19% from 1936, it is still an increase of 
2868% as compared to 1929. 

That an economic and social emergency situation 
existed in New York City in 1933 can be shown in 
still another manner (Table 3). An index of unem- 
ployment, computed with 1929—100, increases to 405 
in 1930 and to a peak of 1423 in 1933. It then falls to 
698 in 1937. 

The entire direct costs of public relief expenditures 
in New York City were borne by the city itself until 
1931. The State and Federal Governments have, how- 
ever, assumed a constantly increasing share of the 
relief costs (Table 4). The percentage of public relief 


"Se: growth of what has been commonly referred 





Emergency Taxes in 


New York City Since 1933 


* Research Assistant, Federation of Tax Administrators, Chicago. 
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expenditures borne by the city fell from 91.3% in 1931 
to 36.8% in 1933 and 30.1% in 1938. At the same 
time the percentage of public relief expenditures in 
the city borne by the state increased from 8.7% in 
1931 to 16.5% in 1938, and the ratio borne by the 
Federal Government has increased from 7.8% in 1933 
to 53.4% in 1938. 


Table 1 


Estimated Number of Persons Receiving Relief, 
New York City, 1932-1938. 


Ratio of 

Persons 

Receiving 

Persons Relief 
Receiving to Total 
Year* Relief Population Population 

eee rere 418,902 7,096,029 5.9% 
eee oe 829,894 7,158,366 11.6% 
errr 1,205,806 7,223,738 16.7% 
SERPS ee nee ere 1,234,921 7,292,031 16.9% 
Discus xg ered 1,287,607 7,360,968 17.5% 
REE eee 1,042,906 7,431,400 14.0% 
hte RN ote oll eae 1,081,109 7,483,797 14.4% 


Source: United States Works Progress Administration for the City 
of New York, Reports on Public Assistance, March 14, 1939, p. 19. 

® Figures are given in terms of average for the year. 

> Average for January to September. 


Table 2 
Relief Expenditures, New York City, 1929-1938. 


Total Relief Public Relief Private Relief 


Year Expenditures Expenditures Expenditures 
I ig, = an5-3 nek $ 9,253,021 $ 7,493,412 $ 1,759,609 
a ao nua 13,538,139 9,021,040 4,517,099 
I heh Aca aed old 44,651,589 28,870,248 15,781,341 
ae 78,860,648 58,043,982 20,816,666 
5 ee 116,968,709 104,568,620 12,400,089 
Lae AO ee aera Se 218,285,608 213,419,778 4,865,830 
eS 279,543,637 276,150,518 3,393,119 
ae 339,248,623 336,846,890 2,401,733 
Jee . 274,657,440 272,768,541 1,888,899 


First half 1938.... 135,287,943 134,401,436 886,507 


Source: United States Works Progress Administration for the City 
of New York, Reports on Public Assistance, March 14, 1939, p. 17. 






















































































































































































































































































































































































































Table 3 














Index of Unemployment, New York City, 1929-1937. 
1929 100 
1930 405 
1931 ; 801 
1932 1,315 
1933 . 1,423 
1934 .. 1,147 
1935 1,064 
1936 914 
1937 .. 698 





Source: United States Works Progress Administration for the City 
of New York, Reports on Public Assistance, March 14, 1939, p. 266. 





Table 4 
Total Relief Expenditures in New York City 
1924 to 1938 by Level of Government 











Federal Federal- 
City’s State’s Govt.’s State 
Year Total Share Share Share Share 
1924 $9,467,187 $9,467,187 
1925 9,804,014 9,804,014 
1926 10,135,403 10,135,403 
1927 10,964,849 10,964,849 
1928 12,643,981 12,643,981 
1929 14,410,754 14,410,754 
1930 17,164,417 17,164,417 
1931 41,073,246 37,491,294 $3,581,952 
1932 69,814,356 35,219,908 34,594,448 
1933 119,014,721 43,757,961 65,943,781 $9,312,979 
1934 239,331,611 72,545,425 aie $166,786, 186 
1935 293,325,395 74,250,891 219,074,504 
1936 366,621,318 83,220,961 50,338,412 233,061,945 
1937 304,527,565 92,003,201 47,373,024 165,151,340 
1938 314,661,696 94,662,437 51,785,489 168,213,770 








Source: United States Works Progress Administration for the City 
of New York, Reports on Public Assistance, March 14, 1939, p. 206. 
It is not possible to determine the exact amounts spent by the 
State and Federal Governments in 1934 and 1935. 





ITH 11.6% of the population receiving relief, 

with an index of unemployment pointing to a 
fever of 1423, and with the sum of $44,000,000 needed 
to finance the city’s share of the relief burden in addi- 
tion to ordinary governmental expenses, the first ques- 
tion obviously is, “Where can be found additional 
sources of revenue?” 

The first procedure in such a predicament is, cus- 
tomarily to float bonds. However, New York City in 
1933 did not find this soeasy. Bankers, holding about 
$200,000,000 of the city’s short term obligations, re- 
fused the city an additional loan of $72,000,000 in 
September of 1933, and propagandized in favor of a 
vaguely stated “stabilization” and “economy” program 
for the city administration. As a consequence of the 
refusal, the officials of the city sought the aid of Gov- 
ernor Lehman in obtaining necessary funds. On 
Wednesday, Sept. 27, 1933, there was drawn up at 
the home of Governor Lehman, in a meeting between 
the bankers and city officials, a “Memorandum of 
Steps Proposed to be Taken by the City of New York 
in Connection With Its Financial Requirements.” 
The main features of this memorandum, popularly 
referred to as the Bankers’ Agreement, are presented 
in Appendix B, page 101. The plan as embodied in the 
agreement was rushed through the necessary legisla- 
tive details and became effective in October.’ It sup- 
posedly placed the city’s financial position on a secure 
basis by impounding future taxes and prohibiting in- 
creases in real estate taxation, but in reality nothing 
was done to correct the fundamental difficulty—the 
lack of an adequate city tax base. The only construc- 


1Ch, 831, Laws of 1933. 
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tive step taken was the attempt to bring the fiscal 
year and the tax collection period closer together by 
moving tax payment dates one month ahead. The 
loan refused the week previously “because of the ex- 
cessive debt burden” was provided for by the issuance 
of $70,000,000 of serial relief bonds. 

With only limited funds available through the bor- 
rowing power, the next resort must be to the taxing 
power. The general property tax was already furnish- 
ing between 65 and 70% of total revenue receipts prior 
to 1933 (Table 5). The claims of real estate associa- 
tions, as well as principles of equity and justice, called 
for lowering the tax burden on real property. Ina 
world where real property is becoming a smaller 
element of total wealth and a smaller source of income 
in proportion to other types of income and wealth, it 
seems paradoxical for a tax system based primarily 
on ability to pay to increase the portion of tax reve- 
nues derived from a tax on real property. Hence, 
both theoretical and practical arguments (in the form 
of political pressure) favored resort to taxes other 
than those on real property in 1933. 

As is usually the case, every person residing in New 
York, and even those not residing there, suggested a 
financial cure-all.2 The proposals ranged from “real 
economy” and elimination of “unnecessary jobs” to 
taxation of parked autos and of city employees living 
outside the city. James L. Lyons, Borough President 
of the Bronx, advocated a city lottery. His panacea 
was to create a Municipal Supplemental Relief As- 
sociation with membership dues of $2.50. A board of 
trustees would be appointed by the mayor to serve 
without salaries and would administer the corpora- 
tion’s business. The officers, with very light duties, 
would be selected by means of a jury wheel from 
among the dues-paying members. There would be a 
president, 25 vice presidents, and 77 minor officers. 
All would receive generous salaries, $25,000 for the 
president and proportionate compensation for the rest. 
The plan “aroused the ire of all righteous citizens,” 
and met death at the hands of Righteousness and Virtue. 


Table 5 


Ratio of General Property Tax to Total 
Revenue Receipts, New York City, 1925-1936 * 


eee ...... ae 
1935 . sathct een ai ee 
1934 . 61.9 
1933 . 64.7 
1932 . 69.2 
eee ee 70.8 
1930 . . 66.2 
1929 . . 65.8 
Ree 66.9 
1927 + ee 
1926 .. 65.8 
1925 65.8 


® Computed from United States Bureau of the Census, Financial 
Statistics of Cities. 


EW YORK City Officials were frantically searching 
for revenues in 1933. The $70,000,000 bond 
issue provided for in the Bankers’ Agreement did not 
seem to cure New York’s financial troubles as easily 
as the bankers thought it might. Apparently refund- 
ing of a bond issue provides only a certain sum of 
money, and after the original sum is spent, the city 
must resume its search for funds. 
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A 5-cent taxicab fare tax was passed by the Municipal 
Assembly in June, 1933, before the Bankers’ Agree- 
ment went into effect, but was of no positive value to 
the city’s coffers since it was declared illegal by the 
Bronx Supreme Court in November of the same year 
as violating the State Vehicle and Traffic Law, which 
prohibits local revenue measures levied on owners or 
operators of motor vehicles. 

Two tax measures passed by the Assembly in Septem- 
ber, 1933, drew bitter opposition from Wall Street. 
These were a 5% tax on gross income of brokerage 
houses and a 4-cent-a-share tax on all stock transfers. 
That meant, according to Wall Street spokesmen, 
that the stock exchange would move out and that 
New York City would no longer be the financial 
metropolis that it once was. Governor Moore of New 
Jersey offered exemption from state and municipal 
taxes, and the mayors of Newark, Jersey City and 
Hoboken offered sites and buildings. As it was said 
at the time, “Wall Street threatened to jump, not into 
the Hudson River, but across it.” The end result of 
pressure exerted by the Exchange, local business in- 
terests and Governor Lehman (it was estimated that 
the state would lose $30,000,000 to $40,000,000 annu- 
ally in stock transfer revenues), was the veto of the 
tax bills by Mayor O’Brien in October, 1933. 

In August, 1933, the state legislature granted New 
York City authority to levy any tax for the purpose 
of lessening the consequences of unemployment.* 
This power has been extended yearly since that date. 
It is under this power that the so-called “emergency 
taxes” have been levied. 

Two measures passed by the Assembly under the 
above enabling act, as extended, did not live a long life. 
Local Law 22, approved by the Mayor on December 
5, 1934, imposed a municipal tax on inheritances equal 
to 40% of the state tax on resident and nonresident 
decedents. The tax applied to the estate of any per- 
son dying between December 5, 1934, and December 
31, 1935, inclusive. The tax was required to be paid 
by the executor and charged by him to the bene- 
ficiary. It was repealed in May, 1936, with the provi- 
sion that taxes paid under the law should be refunded.* 
The repealing law was enacted in compliance with a 
state statute that withdrew the power of the city to 
impose a tax on incomes or transfers of estates.® 

A city income tax was passed in 1935,° effective 
June 1, but was repealed before it became effective.’ 

The first successful emergency tax bill included a 
gross receipts tax of 144% on public utilities and a 
1%4% tax on assets of savings banks and insurance 
companies.* The public utilities tax was first effec- 
tive Sept. 1, 1933.° It was increased to 3% in Decem- 
ber, 1934,!° but is now levied at the rate of 1%, except 
for persons operating or leasing sleeping and parlor 
railroad cars or operating railroads other than street 





* Appendix C, p. 128, contains a ‘‘List of Proposed Financial 

Remedies, Including Those Adopted.’’ 
Ch. 815, Laws of 1933. 

* Local Law 15, Laws of 1936. 

5 Ch. 601, Laws of 1935. 

® Local Law 18, Laws of 1934. 

7 Local Law 12, Laws of 1935 (May 11, 1935). 

5’ A compilation of this and other tax laws of the city that actually 
became operative appears in Appendix A, p. 101. 

* Local Law 19, Laws of 1933. 

* Local Law 22, Laws of 1934. 
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surface, rapid transit, subway and elevated railroads, 
in which event the rate is 3%. The tax was upheld 
as constitutional in New York Steam Corp. v. City of 
New York; Southern Boulevard R. R. Co. v. City 
of New York;'* New York Rapid Transit Corp. v. City 
of New York, and Brooklyn and Queens Co. v. City of 
New York.** Since the tax is levied on the basis of 
gross income, whether profit results from the utility’s 
activities is irrelevant: Jn re Bush Terminal Bldg. Co.** 

The second emergency tax bill to pass the Assembly 
and to actually yield the city a revenue was the Busi- 
ness (Gross Receipts) Tax, effective May 22, 1934.*® 
This is a tax levied on the, privilege of carrying on 
gainful activities within the city. The tax rate is 1/10 
of 1% of gross receipts, except in the case of financial 
business, in which case the rate is 1/5 of 1%. The 
comptroller allocates a proportionate share of busi- 
ness done in New York City for taxation purposes, in 
the case of enterprises or individuals engaged in busi- 
ness involving activity both within and without the 
city. Allocation is made on the basis of real and 
tangible personal property, wages and other personal 
compensation, and gross receipts. 


City Sales Tax 


The most important levy the city has enacted is 
the retail sales tax, first effective December 10, 1934.7¢ 
The tax is levied on all sales of tangible personal 
property made at retail and services rendered within 
the city, at rates of 2 and 3%. Food for human con- 
sumption is exempted in order to make the tax less 
regressive than it might otherwise be. 

It is the sales tax that has occasioned the most 
difficulties for the tax administrators in New York 
City. It was upheld as constitutional in Garfield v. 
City of New York," and Smith v. LaGuardia.*®> Only 
then did the Administration’s troubles start, with the 
necessity to define what were sales under the act, 
whether the “sale” occurred in the city, what was 
tangible property, whether interstate or foreign com- 
merce might be burdened if the tax were imposed in 
certain cases, etc. Anticipating the numerous ad- 
ministrative difficulties that have arisen under the 
sales tax act, the New York State Commission for 
the Revision of the Tax Laws has written as follows: 

“A single municipality is too small an area to administer 
taxes designed to fall upon personal incomes, business in- 
comes, retail or wholesale sales, or large financial undertak- 
ings, or public utilities, because of the simple fact that 
municipal boundaries are too narrow to circumscribe the 
economic foundations of such taxation. It follows that taxes 
upon such bases must be administered, if at all, by the state.” ” 

There have been quite a few difficulties encountered 
in administering the sales tax in the case of ships 
engaged in interstate and foreign commerce. In 
Compagnie Generale Transatlantique v. McGoldrick *° 
the court held that the sales tax does not apply to 


11 268 N. Y. 137 (1935). 
122.16 Fed. Supp. 599 (1936). 

3 275 WN. Y.. 258. 

1493 F. (2d) 659. 

1% Local Law 9, Laws of 1934. 

16 Local Law 20, Laws of 1934. 

17278 N. Y. 752 (1935). 

18 Sup. Ct., Special Term, N. Y. County, March 2, 1936. 
199 Fourth Report, February, 1934, p. 21. 

20 254 App. Div. 237 (1938). 
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sales of diesel fuel oil to ocean going liners, the sales 
being consummated by messages from the ships as 
they dock in New York to the New Jersey offices of 
the Standard Oil Company. The case was filed for 
appeal with the United States Supreme Court on May 
8, 1939. Also compare Berwind-White Coal Mining 
Co. v. McGoldrick * and Gulf Oil Corp. v. McGoldrick.** 


The New York Court of Appeals has held that 
orders made from samples displayed at a retail out- 
let of a mail order house in the city but shipped from 
the company’s warehouses outside the states are 
taxable.”* 


Where a moving picture company licenses motion 
picture films for exhibition inside and outside New 
York City, and where the films are exhibited outside 
the city, even though the contract originates in the 
city, the transaction is not taxable since it was not 
consummated in the city, the transfer of possession 
of the films being effected outside the city.** 


The city may not tax a sale where the contract “ 
fact” came into existence at a place outside the terri- 
torial limits of the city, even though consummated 
therein. Thus where orders are taken for merchandise 
in the city, subject to confirmation at the office of the 
seller outside the state, shipped by the seller from its 
factory or warehouse outside the state directly to the 
purchaser, or to the seller’s agent in the city for the 
purchaser, they are not subject to the city sales tax.*° 
A similar decision was rendered in Felt and Tarrant 
Mfg. Co. v. Taylor.”® 

Another frequently recurring question is whether 
a retail sales tax is applicable to sales of containers 
for use in packing goods for sale. While the New 
York Appellate Court holds that bulk sales of sugar 
bags to a refinery are not taxable,”* and that the pur- 
chaser of molasses containers by a company engaged 
in the sale of molasses is not subject to the tax,”* the 
Alabama Supreme Court takes the opposite view and 
holds that sales of drug containers to retailers for use 
in sale of drugs to consumers are taxable.”® 


The Use Tax 


The largest financial leak in a municipal sales tax 
occurs as a result of the limited boundaries within 
which the tax is applied. Inter-city and interstate 
purchases cannot be reached because of the federal 
commerce clause. Therefore, in order to protect both 
the city’s revenues from the sales tax and the mer- 
chants in the city from extremely heavy out-of-city 
purchasing, in December, 1934, there was passed a 
personal property tax of 2% on specific articles of 

















21 App. Div., First Dept., Dec. 16, 1938. Aff’d Ct. of Appeals, 
June 21, 1939. Appeal filed, U. S. Sup. Ct., Oct. 18, 1939. 

22 256 App. Div. 207, 9 N. Y. S. (2d) 544. Appeal filed, U. S. Sup. 
Ct., Oct. 18, 1939. 

23 Sears Roebuck & Co. v. McGoldrick, 18 N. E. (2d) 25 (1938). 

* United Artists v. Taylor, 273 N. Y. 334. 

2% National Cash Register Co. v. Taylor, West Publishing Co. v. 
Taylor, 276 N. Y. S. 208, 11 N. E. (2d) 881 (1937), cert. den. U. S 
Sup. Ct., March 28, 1938. See Federation of Tax Administrators, 
Tax Administrators News, April, 1938, p. 7. 

26 254 App. Div. 246 (1938). Appeal filed, U. S. Sup. Ct., May 8, 
1939, 

27 Sterling Bag Co., Inc. v. City of New York, App. Div., First 
Dept., April 6, 1939. Aff’d Ct. of Appeals, July 11, 1939. 

*s American Molasses Co. of New York v. McGoldrick, App. Div., 
First Dept., April 6, 1939. 11 N. Y. S. (2d) 289. Aff’d Ct. of Ap- 
peals, July 11, 1939. 
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personal property situated or owned within the city. 
Since that date this type of tax, the use tax, has been 
enacted to apply to commodities in general in seventeen 
states.*° The use tax principle has also been applied to 
specific commodities, such as tobaccos ** and gasoline.* 


The use tax has been upheld in a long line of deci- 
sions by the United States Supreme Court: Gregg 
Dyeing Co. v. Query ;** Henneford v. Silas Mason Co.** 

From the end of 1934 until the spring of 1938 no 
new emergency taxes were levied, although the four 
taxes on business, public utilities, retail sales and per- 
sonal property were continued from year to year. 

On April 11, 1938, a gross income tax of 3% became 
effective on conduit companies. On May 1, 1938, 
there became effective a cigarette tax of 1¢ per pack- 
age. Collection was simplified by placing about one 
hundred thirty licensed jobbers in the capacity of 
fiduciary collectors of the tax.*® Since June 30, 1938, 
there has been effective an occupancy tax from $1 to 
$6, graduated according to rentals. No new emer- 
gency taxes were levied in 1939. 


7 emergency tax revenues have contributed 
much toward lightening the financial worries of 
New York City’s administrators (Table 6). In 1938, 
emergency tax revenues contributed 4.9% of total 
receipts, or 8.4% total receipts exclusive of borrow- 
ings. In addition to the revenues given below it is 
estimated that the occupancy tax, for which revenues 
have not yet been reported, will yield $600,000.*° 


Table 6 
Emergency Tax Revenues 
1935 @ 1936 ® 1937 » 1938 ¢ 
Business Tax ......... $6,508,463 $6,916,213 $8,565,111 $10,085,503 
EEE gic cine) Geeianter SCONE RES Sereda cay 4,850,402 
ee CN TES. coc oe sees oieiinaes 246,399 
Personal Property Tax. 123,277 226,647 456,105 777,785 
Public Utilities Tax... 18,035,876 16,729,969 14,035,477 6,506,470 
ee 28,356,529 31,255,300 48,280,901 47,423,434 
WN 5:5 5 ceessasiesel $53,024,145 $55,128,129 $71,337,593 $69,889,993 





® Reported by the New York State Tax Commission in Tax Systems 
of the World (Seventh Edition), p. 400. 

> New York City, Annual Report of the Comptroller, 1937, p. 1 

¢ New York City, Annual Report of the Comptroller, 1938, ao pS 
p. 8. 








Whether the economic and social repercussions 
that have resulted from the debacle of 1929 can 
be looked upon as part of an emergency situation 
is highly questionable. If the situation that is being 
met is not an “emergency,” then it is poor fiscal policy 
to meet it with “emergency taxes,” implying that as 


soon as the emergency is terminated the extra tax 
burdens may be lifted. In addition, if the situation is 







°° Durr Drug Co. v. Long, (Ala. Sup. Ct.) 188 So. 873. See Fed- 
eration of Tax Administrators, Tax Administrators News, May, 1939, 
p. 6. 

30 Alabama, California, Colorado, Iowa, Kansas, Louisiana, Michi- 

gan, Mississippi, New Mexico, North Carolina, North Dakota, Ohio, 
Oklahoma, South Dakota, Utah, Washington, and Wyoming. 

31 Georgia, Iowa, Louisiana, Mississippi, Ohio, Oklahoma, South 
Carolina, South Dakota, Texas, Washington and Wisconsin. 

32 There are twenty-seven state gasoline tax statutes directly ap- 
plicable to use or storage, a few of which are Alabama, California. 
Florida, Maine, Minnesota, Nevada, Oklahoma, and South Carolina. 

33 286 U. S. 472 (1932). 

3457 Sup. Ct. 524, 300 U. S. 577 (1937). 


% Federation of Tax Administrators, Tax Administrators News, 


May, 1938, p. € 
36 Federation of Tax Administrators, [bid., July, 1938, p. 6. 
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not an emergency, but is a visiting relative here for government administers those taxes which it is best 
a lengthy stay, then it is necessary to work out the fitted to administer, with greater sharing of state— 
most equitable and just methods of financing. This and possibly federally- collected taxes, and with an 
would mean levying a tax, not on any economic group increase in state and federal grants in aid. Adminis- 
that does not have the political power to kill the trative functions should be placed where they can 
measure in the legislature, but according to a set of best be performed—funds should be used where they 
equitable tax principles in which the local unit of will most increase the benefits from government. 


















Appendix A 
Analysis of Emergency Taxes in New York City 















Name of Date Tax 

Tax and First 

Citation Effective Report Report Disposition of ° 
of Latest and Subject of Tax Exemptions Rates Period Due Revenue Remarks 


Law Citation 

































Business May 22, Privilege of exer- Gross receipts 1/10 of 1% July 1 to June 15. Unemployment Comptroller allo- 
(Gross 1934. cising for gain under $10,000; except June 30. relief, cates proportion- 
Receipts) Local or profit within wages and sal- financial ate share of 
Tax. Law 9, the city any aries ; services business business done in 
Local L. 1934. trade, business, and transactions (1/5 of New York City. 
Law 103, profession, voca- of banks and 1%). 

L. 1939. tion, or com- cooperative 
mercial activity. corporations ; 


sales of real estate; services rendered by public 
utilities otherwise taxed; serv. and trans. of city, 
state and federal govt.; World’s Fair corp’n. 










Cigarette May 1, Sale of cigarettes Sales to federal 1¢ per pkg. Monthly 10th of fol- Unemployment Every wholesaler 
Tax. 1938. at retail. govt., state and of 20 ciga- report of lowing relief. and retailer of 
Local Local its political sub- rettes or inven- month, cigarettes in city 
Law 100, Law 5, divisions ; ciga- fraction tories. must obtain per- 





L. 1939. L. 1938. rettes purchased thereof. mit. Wholesale 










by dealers in. dealer is to affix 
New York City | F . stamps; retailer 
for sale and delivery outside city. to affix stamps unless already done. 














Conduit April 11, Conduit com. Law does not 3% of gross Monthly. 25th of fol- Unemployment 
Company 1938. pany’s privilege provide for any income. lowing relief. 

Tax. Local of exercising exemptions. month. 

Local Law 3, its franchise, 

Law 102, L. 1938. holding property 

L. 1939. or doing business 


in New York City. 
























June 30, Every occupant Premises rented $1-$6, grad- Annual. July 15. To pay to New Purpose is to im- 
Tex. 1938. of premises exclusively for uated on York City hous- pose a tax for 
Local Local rented for a residential pur- basis of ing authority payment of in- 
Law 18, Law 18, gainful purpose poses; premises rental value interest on bonds’ terest on New 
L. 1938. L. 1938. for over one occupied by of premises. issued by New York City 
month, peddlers, boot- York City hous- housing au- 
blacks, pushcart ing authority thority bonds. 
operators, news- for building of 
paper stands; non-federal 
premises occupied by charitable, educational or re- projects. 





ligious institutions; and premises occupied by agency 
of New York City or state or federal govts. or a 
state cooperative or an agricultural cooperative or- 
ganized under federal authority. 












































Personal December Specific articles Articles upon 2% of Quarterly. July 15, Unemployment Purpose is to 

Property 28, 1934. of personal prop- which sales tax value. Oct. 15, relief. supplement 
tax: Local erty situated or has been paid ; Jan. 15, sales tax. 
Local Law 25, owned within purchases prior April 15 

Law 105, L. 1934. New York City. to July 1, 1938; 

L. 1939. purchases of less 

than $100, except in case of building materials and 
supplies; works of art; World’s Fair buildings. 

Public September Utility’s privilege Law does not 1% of gross Monthly. 25th of fol- Unemployment 
Utility 1, 1933. of exercising its provide for any income lowing relief. 

ax, Local franchise, hold- exemptions. (with sev- month. 
Local Law 19, ing property or eral excep- 
Law 104, L. 1933. doing business tions). 
L. 1939. in city. 

Retail December All sales of tan- Food for human 2%—sale of Quarterly. Oct. 20, Unemployment Each vendor of 
Sales Tax. 10, 1934. gible personal consumption ; tangible Jan. 20, relief. personal prop- 
Local Local property made sales to semi- personal April 20, erty at retail 
5 aw 101, Law 20, at retail and public institu- property; 3%—sale _ July 20. must register 

. 1939, L. 1934, services ren- tions; sales of gas, electricity, refrig- with city treas- 
dered in New made exempt by eration and steam, and urer. Vendor 
York City. state or federal gas, electric, refrigeration, is made liable 
constitutions ; steam, telephone and tele- for collection 
sales of property graph service, for domes- of tax. 
used in construc- tic or commercial use; 
tion and opera- 3% —sale of food, drink 
tion of World’s and entertainment in 
Fair; other misc. restaurants where charge is $1 and over; 


3% —sale of wines, liquors, alcoholic bev- 
erages other than beer. 







Appendix B against such accounts was to be allowed only to pay 






Main Features of the Memorandum of Steps Proposed to Be tax-anticipation notes. 
Taken bv the Citv of New York in Connection with b. Impound future taxes against future similar borrowings. 
' Its Financial Requirements c. Set up a reserve of $25,000,000 against delinquent 
1. The city was to: taxes in the 1935 budget, and similar reserves not to 
a. Impound as collected in special accounts in banks exceed $50,000,000 yearly, in each year through 1937, 


the $181,900,000 taxes then in arrears; withdrawal (Continued on page 127) 
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HE Revenue Act of 1939 has re-established the 
carry-over of net losses of a business regularly 
carried on by the taxpayer. The first year from 
which such a net loss may be carried forward is the 
calendar year, 1939, and the first year in which such 
a net loss may be deducted is the calendar year, 1940. 
The net loss is not allowed in computing the special 
surtax on domestic personal holding companies, nor 
the net income of foreign personal holding companies, 
nor the tax on mutual investment companies. Nor is 
it allowed in computing the special surtax on corpora- 
tions improperly accumulating surplus. In the case 
of partnerships, it is allowed to the members instead 
of to the partnership as such. In the case of common 
trust funds it is available to the participants but not 
to the trust fund as such. 

The carry-over is a two-year carry-over. In com- 
puting the “net operating loss” for the purpose of 
the carry-over, certain adjustments are made in the 
usual provisions for determination of net income: 
(1) Depletion is placed on a cost basis. (2) Income 
from securities otherwise wholly exempt is included 
in gross income, but it is first reduced for this pur- 
pose by the amount of interest paid for the carrying 
of those securities, which would otherwise be non- 
deductible. (3) No deduction is allowed for a net 
operating loss carried forward from a prior year. 
(4) The percentage limitations otherwise applicable 
to long-term capital gains and losses do not apply. 
As thus computed, the long-term losses are limited 
to the long-term gains, and the short-term losses to 
the short-term gains. (5) In the case of a taxpayer 
other than a corporation, deductions not attributable 
to the operation of a trade or business regularly car- 
ried on by the taxpayer are allowable only to the ex- 
tent of gains not derived from such a trade or 
business. These non-business deductions and gains 
are computed for this purpose with the adjustments 
(1) to (4) above. It is to be observed that all five 


* Based on a special lecture on the program at the Institute of 
Accounting, University of Southern California, October 26, 1939. 
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adjustments decrease a net loss, with one exception. 
That exception occurs where an individual has a net 
long-term capital gain otherwise computed which exceeds 
his net long-term capital gain computed under adjust- 
ment (4). In that case adjustment (4) increases a 
net loss. 

The terms used in the statute must be understood 
in the particular technical meanings given them. 
“Net operating loss,” “net operating loss carry-over,” 
and “net operating loss deduction,” all have precise 
meanings. The purpose of the various adjustments 
made under the act is to prevent (1) duplication in 
the carry-over of a net loss, (2) inclusion in a net 
loss of deductions not attributable to the business 
regularly carried on, and (3) allowance, in comput- 
ing a net loss, of special deductions or exemptions 
not having an actual out-of-pocket basis. 

The factors can be stated precisely in alegbraic 
language as follows: 


Let n=net loss under 


section 21 for any 
given year 


N = net income, if any, under section 21 for 
any given year 


a‘te5) = adjustments (1), (2), (3), (4), and (5), 
respectively, under section 122(d). 
Note: If, in the case of an individual, 
there is a net long-term capital gain 
otherwise computed which exceeds the 
net long-term capital gain computed 
under adjustment (4), the excess, rep- 
resented by a"), is a negative quantity. 
Otherwise the adjustments are all posi- 
tive quantities as used in the formulas 
below. 


oO = net operating loss for any given year 


c = net operating loss carry-over, taxable 
year 


r= in the case of a corporation, credits 
under sections 26(a) and 26(b), taxable 
year 


d = net operating loss deduction, taxable 
year, with sub-numbers 1, 2, and 3 (as 
in 0,, Os, O,) to indicate with respect to 
n, N, a, or o, the lst, 2d, and 3d pre- 
ceding years respectively. 


then o=n — ate, Note: If the result is 
negative, there is no net operating loss; 
in that case, therefore, o is zero. 


an 
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and c=o, + {o, — [(N, + a,%?3*) — o,]} 
Note: If there is a net loss instead of 
net income under section 21 for the 
first preceding taxable year, then, in- 
stead of the term (N, + a, ?**)) the 
term (a,‘''**) — n,) will be used. If 
the quantity in [ ] is negative, without 
considering the minus sign preceding, 
it is cancelled, so that the equation be- 
comes c = 0, + 0, 


and d=c —- a%*) — -r, Note: If, in the 
case of an individual (in which case 
only it is possible), the quantity a“?-*? 
is negative, without considering the 
minus sign preceding, it is cancelled, so 
that the equation becomes d = c. 
By way of example suppose the taxable year is 1942 
and the following results are shown in the case of 
an individual: 
1939 
Net loss under sec- 
ee: a $10,000 


Adjustments under 


sec. 122(d). 


1. Excess of percent- 
age depletion over 
depletion other- 
wise allowable . . 


1940 1941. 1942 


$40,000 $16,000 ** 


1,000 1,000 5,000 $4,000 


bo 


.Interest wholly 
exempt in excess 
of interest paid to 
carry wholly ex- 
empt obligations. 2,000 


2,000 2,000 


3. Net operating loss 
deduction ...... 


5,000 27,000 ** 


4.Amount net loss 
would be de- 
creased (or in- 
creased, as case 
may be, a minus 
sign then being 
shown) if capital 
gains and losses 
were determined 
under section 122 
(d)(4) instead of 
section 117 1,000 


on 


. Deductions not 
attributable 
to business regu- 
larly carried on, in 
excess of gains 
not derived from 
such _ business 
(giving effect to 
adjustments 1 to 
4, above, in com- 
puting such de- 
ductions and 
gains, to the ex- 
tent applicable 
an 


* Not pertinent. 
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Theno, = $10,000 — $1,000 = $9,000 
o, = $40,000 — ($1,000 + $2,000 + $ 5,000 
+ $1,000 + $6,000) = $25,000 
oF $16,000 — ($5,000 + $2,000 + $27,000) 
= — $18,000. Negative, therefore, 0, is 


II 


Zero. 

Thence = $25,000 — [($5,000 + $2,000 + $27,000 
— $16,000) — $9,000] = $25,000 — $9,000 
= $16,000 

andd = $16,000 — ($4,000 + $2,000) = $10,000 


Therefore the net operating loss deduction for 1942 is 
$10,000. It is to be observed that 0, and o, would 
have been computed on prior returns. It is also to be 
observed that the net operating loss deductions for 
1940 and 1941, as shown in adjustment (3) for those 
years, can be computed by the above procedure from 
the data given. 

The same computation without reference to the 
algebraic symbols would be as follows: 

Net loss, 1940, per re- 

turn filed 
Deduct 
1. Excess of percentage 
depletion over deple- 
tion otherwise allow- 
eRe ener $1,000 
2. Interest wholly exempt 
in excess of interest 
paid to carry wholly 
exempt obligations .. 

3. Net operating loss de- 

aa 

Amount net loss would 

be decreased if capital 

gains and loss were 
determined under sec- 
tion 122(d) (4) instead 

of section 117...... 

. Deductions not attrib- 
utable to business regu- 
larly carried on in 
excess of gains not 
derived from such busi- 
ness 


$40,000 


2,000 
5,000 


- 


1,000 


wm 


Ra eek, SUE Gott 6,000 


15,000 





“Net operating loss” for 
_ ae errr $25,000 

Deduct 
Net loss, 1941, as per 
return filed . 
Excess of percentage 
depletion over depletion 
otherwise allowable, 
. Seer 
Interest wholly exempt 
in excess of interest 
paid to carry wholly ex- 
empt obligations, 1941. 
Net operating loss de- 
duction, 1941... . 27,000 


$16,000 


2,000 
34,000 


Net income, 1941, as 
NE ries ce kes 
Less net operating loss 
for 1939 


$18,000 
9,000 


9,000 
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“Net operating loss carry- 
over” to 1942........ 

Deduct 
Excess of percentage 
depletion over deple- 
tion otherwise allow- 
| re 
Interest wholly exempt 
in excess of interest 
paid to carry wholly ex- 
empt obligations, 1942. 


$16,000 


$4,000 


2,000 6,000 
“Net operating loss de- 


duction,” 1942....... $10,000 


T. D. 4914 and the Surtax on Corporations 
Improperly Accumulating Surplus 


(Continued from page 78) 


15. Suppose there is a decline in the market value of the 
corporate assets? Would this be a sufficient reason for ac- 
cumulating surplus? Should the surplus be computed on the 
basis of the cost of assets which are useful to the business 
only to the extent of their market value? In the case of an 
operating company—Yes! (C. H. Spitzner & Son, Inc., 37 
BTA 511.) In the case of a holding or investment company,— 
No! The diminution in market value may not be offset 
against income so as to establish that the corporation was 
not availed of to save the shareholders from surtax. In 
Helvering v. Nat'l Grocery Co. (supra), it was pointed out, 
in connection with a mercantile company, however, that de- 
preciation in the market value of securities does not, as a 
matter of law, preclude a finding that an accumulation of the 
year’s profits was in excess of the reasonable needs of the 
business. Thus, it will remain a question of fact, to be taken 
into consideration in determining whether there has been an 
improper accumulation. 


16. Suppose the circumstances are such that if a distribu- 
tion were made, it would have immediately become necessary 
for the corporation to borrow a corresponding amount or for 
its stockholders to contribute such amount to paid-in surplus, 
in order to protect its business and prevent large losses of 
both capital and income? Manifestly, an accumulation would 
not be unreasonable, and it was so held in Mellbank Corp., 38 
BTA 1108 (A). 


17. An agreement by a corporation to purchase the holdings 
of a stockholder on his death is not an indication that the 
surplus is improperly accumulated. J. E. Baker Co., BTA 
Memo. No. 87758, (June 6, 1939). 


18. Where the year-end cash position is less than the 
current liabilities, the Bureau may possibly employ a liberal 
rule of thumb and hold that section 102 is not applicable. 


Conclusion 


It is, of course, impossible to consider every situa- 
tion which might arise. An attempt has been made 
to point out only some instances where accumulation 
is reasonable. 

It is not believed that the Bureau will assess section 
102 except in those instances where the case seems 
to be clear-cut. Probably the most fertile field for 
deficiencies will be those closely-held operating cor- 
porations which were the target of the third basket 
tax (about six hundred corporations) and those hold- 
ing companies which are not subject to the surtax on 
personal holding companies. 

Victor H. Stempf, “New Factors in Federal 
Income Taxation,” 62 Journal of Accountancy, 242, 
263 (1936) suggests the following questions as being 
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pertinent in connection with the determination of 
reasonableness: 


(1) “How much surplus existed at the beginning and the 
end of the year and how was such surplus reflected in assets 
and liabilities ? 


(2) What portion of net income has been distributed in the 
form of dividends? 


(3) What are the working capital requirements of the cor- 
poration at the peak of its business? 


(4) What obligations has the corporation maturing in the 
future? 


(5) What are the facts concerning the ownership of the 
corporation stock? 


On this same point, the statement made by the 
Assistant General Counsel on Dec. 13, 1934, regard- 
ing the Bureau’s policy seems to shed a ray of hope: 

“Few executives will have trouble to know whether their 
situation indicates that withholding distribution of earnings 
is for business reasons or for tax reasons. 

“Executives are also inquiring what the Treasury will re- 
gard as ‘reasonable needs of the business’ in measuring cor- 
porate surplus. Congress did not lay down in advance a 
definite rule applicable to all cases and the Bureau of Internal 
Revenue is unable to do so. No corporation, however, will 
be assessed this tax until it is advised of the Bureau’s intention 
and after a hearing of its case, at which time the Bureau will 
take into consideration every fact and prospect that a prudent 
business man would consider in determining what surplus was 
reasonably needed for that enterprise. Among other things, 
the Bureau will consider the hazards of that business, its 
normal rate of expansion, any contingencies against which 
reserves ought to be set up, any unemployment insurance or 
employee benefits that require reserves, whether the surplus 
is actively used in the business of the corporation or is in- 
vested in lines of business, foreign to its own, together with 


any other facts which the particular corporation desires the 
Bureau to consider. 


Again, it may be recalled that the Commissioner 
stated, 13 Tax MaGazineE 39 (Jan., 1935) : 
“No operating corporation accumulating surpluses and 


using the same in the business in which it is engaged should 
be apprehensive.” 


Finally, when it is considered that T. D. 4914 and 
its administration is rapidly becoming as much a 
“business irritant” as the old surtax on undistributed 
profits, and that business men are expressing their dis- 
satisfaction with this new drive, it would seem that 
the Bureau will not assert a section 102 deficiency 
against the true operating corporation which has valid 
reasons for accumulation. 


Federal Taxation of Life Insurance 
—Some Observations 
(Continued from page 82) 


administration and taxation in the estate of a prede- 
ceased beneficiary is eliminated. Further, the mere 
existence of such a reversionary clause in the trust 
agreement would not subject the proceeds of insur- 
ance to taxation in the event the insured trustor 
should predecease the beneficiaries of the trust.” 

It is also possible to provide that the primary bene- 
ficiary may exercise a special power of appointment 
either by will or by the last unrevoked written instru- 
ment on file with the trustee at the death of the pri- 
mary beneficiary. The exercise of a special power 
of appointment will not have the effect of subjecting 
the proceeds to tax in the estate of the donee of the 

2 Bingham et al. v. United States, 296 U. S. 211. Helvering v. 


St. Louis Union Trust Co., 296 U. S. 39, and Becker v. St. Louis 
Union Trust Co., 296 U. S. 211. 
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power. Care should be exercised in drafting, how- 
ever, so that the power could not be construed as a 
general power of appointment under the applicable 
state law, which is deemed taxable in the estate of 
the donee of the power. 


A distinct advantage may also arise by reason of 
provisions in the trust agreement giving the trustee 
the discretionary power (not mandatory) to advance 
funds or purchase assets of the estate to enable the 
executor or administrator to discharge the estate’s 
obligations. Since the lack of liquidity in an estate 
is one of the major causes of estate shrinkage, it is 
of great importance that cash be available to pay 
the debts, taxes, funeral expenses, and other charges 
against the estate without being unnecessarily forced 
to sell frozen assets in an unfavorable market. An 
absolute assignment or the irrevocable designation 
of the beneficiary impedes such an objective. The 
insured cannot by contract with the assignee or bene- 
ficiary provide for the payment of the estate’s obliga- 
tions without destroying the $40,000 exemption. If 
the insured relies upon an oral understanding (not 
mandatory) with the beneficiary or assignee that 
funds will be advanced, he is not adequately protected 
because there is always the danger that such person 
will not advance the funds or, if such person should 
predecease the insured, certainly the executor or ad- 
ministrator of his estate would have no authority to 
advance any funds to the executor or administrator 
of the insured’s estate. The insured trustor, however, 
can safely rely upon a trustee with discretionary 
powers to advance the necessary funds if in the dis- 
cretion of the trustee it is advisable to do so. 


The Gasoline Tax—Its Use and Abuse 


(Continued from page 85) 


line tax meets this test, and does not shrink unduly 
under adverse conditions. The collections can be 
predicted with accuracy. The 1938 report of collec- 
tions again demonstrates its capacity as a revenue 
producer. New York tops the list with collections 
of sixty-six million dollars; Pennsylvania is second 
with fifty-two million; California is third with forty- 
seven million; Ohio fourth with forty-five million; 
while Texas is close behind with forty-two million. 
East, North, South, and West, wherever you go, the 
gasoline tax provides a never-ending golden stream 
into the coffers of the states. This tax has become 
in fact the backbone of our own state revenue system. 

Everyone admits that the gasoline tax is an equi- 
table way of raising revenue for highways. The rela- 
tionship between the incidence of the tax and the 
purpose for which it is used is complete, and only 
when the revenue is turned to non-highway purposes 
is this relationship broken. 

The value of the seven billion dollars of expendi- 
tures, or that part of it which has been used for high- 
Ways, is without question, because it has met economic 
and social needs of every state government. Our 
highway system may be measured in terms of its 
economic value in providing a means of transporta- 
tion for every type of product grown on the farms, 
made in our factories, or taken from the natural re- 
sources of our nation. Highways have brought the 


FEDERAL TAXATION OF LIFE INSURANCE 





105 





producer closer to his market. The pattern of Ameri- 
can transportation economics has been changed in 
these two decades. 

The social value of our highway system may be 
measured in terms of greater recreation facilities, of 
a broader horizon, of less provincialism, and a better 
knowledge of the greatness of the American continent. 

No one desires to think of war, but the highway 
system is of the greatest value as a military resource 
in these days of motorized military equipment. 
Twenty years of financing highways has made this 
possible. 

These are the accomplishments of our plan of high- 
way financing, based in large part on the income from 
the tax on gasoline. It should be pointed out that 
limitations do exist. 

The success of the gasoline tax has been accom- 
plished despite a relationship between the price of 
the commodity and the tax which is all out of propor- 
tion. In 1930, nineteen cents of the motorist’s gaso- 
line dollar in fifty representative cities went for tax, 
while eighty-one cents was used for gasoline; eight 
years later the motorist’s gasoline dollar included 
seventy-one cents for gasoline, and twenty-nine cents 
for tax. No commodity other than tobacco and liquor 
is subjected to such a heavy tax. It is not difficult to 
find states in which the total tax—federal, state, and 
local—is greater than the wholesale price of the gaso- 
line. This fact sets gasoline apart from other com- 
modities, and the motorists—who are the chief 
consumers of gasoline—apart from other taxpay- 
ing groups. 

Reckless expenditure should not be encouraged, 
even though this tax has provided an unusual income 
to every jurisdiction which collects it. Care needs to 
be observed to prevent diversion, and the problem of 
distribution is likely to cause concern unless this type 
of legislation is subject to scrutiny. The financial 
condition of many governmental units increases the 
pressure for additional taxes or a greater share in 
the distribution of the present tax. With all the 
recorded success of the tax on gasoline, there is a 
definite limit to its productivity, and we should not 
destroy this method of financing which has met with 
public approval. 


A pair of shoes for which you pay $5 at your 
favorite shoe store includes an average of $1.56 in 
taxes paid on the leather, the cotton linings, the 
rubber, thread, tacks, strings, steel eyelets and ma- 
chinery used in making the shoes. This is a tax of 
more than 31%, which is more than three times the 
rate of tax on your home in Minneapolis. 

You may think because you rent a house instead of 
owning it, that you escape taxes on the property. 
But your rent includes the tax because it is an im- 
portant item of expense to the owner which he must 
pass along to you as a renter. The average tax on 
a $25 a month rent bill is $6.25. 

Every time you buy a railroad passenger ticket, 30 
cents of each $1 you pay for the ticket is taxes. The 
railroad company is obliged to pass this along to you 
as a part of the cost of operation. In the same way 
bus companies, street railways and others engaged in 
carrying passengers include taxes in the price of 
tickets.—Selected. 
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Late Flashes 


We have burned up a lot of electricity and personal 
energy to review the latest cases, and scrapped some 
good material to find space for them but our readers 
must get them while they are, if not hot, at least tepid. 


Most interesting decisions were those of LeTulle, 
Tyng and Buchsbaum (404 CCH J 9150, 9152) in which 
the Supreme Court on January 2 seemed to reverse 
itself and six circuits as well. Long-term bonds re- 
ceived in reorganization are not securities. What is 
a bewildered taxpayer to do? There is no chance of 
a rehearing and reversal such as the Court of Claims 
gave in the Bailey case. (404 CCH { 9100.) 

“Satisfactory” cases were Haggar Co. (404 CCH 
9151) in which amended capital stock returns under 
the NIRA were allowed, and the Janney case, CCA-3 
(404 CCH { 9138) to which G. N. Nelson of the New 
York Times, gave over a column on January 7. It 
paid to file a joint return. 


Queerest case was Allen, CCA-3 (404 CCH § 9133). 


A nineteen-year old girl made a trust for her father! 


Adding another to a long line of delightful findings 
under the cosmetics tax, comes the Peroxide Chemical 
case (404 CCH § 9136). In the Eighth Circuit deci- 
sion of December 26, 1939, we find: “Common 
knowledge of the meaning of the term ‘Peroxide 
Blonde’ is evidence of an efficient prepara- 
tion for bleaching hair.” 

* * * 


The December issue of the Pennsylvania C. P. A. 
Spokesman had a brief article by C. L. Turner on 
Section 102, I. R. C. 

* 


From Practical Budget Procedure, a book by J. H. 
MacDonald, Budget Officer, NBC, page 189: 


“Overhead, which includes such items as rent, taxes and 
depreciation, also should be estimated in accordance with 
past experience and future plans. Here it is particularly 
important to make a careful distinction between accrued 
charges and cash payments. The budget of federal income 
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taxes is a good illustration. Since the amount to be paid 
is accrued on the books monthly and is part of the operating 
statement, the budget figure for this item, which forms part 
of the master profit and loss budget, should be similarly 
estimated. The fact that such taxes are paid annually or 
quarterly should be reflected in the cash budget and only 


there.” 
It is a rather curious thing that despite these words 
of wisdom, there is no mention of taxes in the Index. 
* * * 


Quotation from Sydney Smith, a famous English 
writer of the last century: 

“T am convinced a man might sit down as systematically 
and as successfully to the study of wit as he might to the 
study of mathematics. For what is there to hinder the mind 
from gradually acquiring a habit of attending to the lighter 
relations of ideas, in which wit consists?” 


Philadelphia Notes 


On December 28 we attended the convention of the 
American Accounting Association, composed of Uni- 
versity Instructors in Accounting. We renewed many 
old acquaintances, and made some new ones, but we 
missed a number of familiar faces. 


The afternoon session was devoted to Government 
accounting which, being close to taxes, should greatly 
interest our readers. The three papers will be printed 
in the quarterly Accounting Review, official organ ot 
the Association. 

One high spot was the paper by Harvey Mans- 
field, in which he analyzed the General Accounting 
Office and its ever growing staff. It was a trifle too 
long; time for discussions was eliminated, which 
makes R. C. Epstein’s definition of C. P. A. quite apt, 
“Certainly Patient Animals.” Another high spot was 
the tribute to D. W. Springer, who more than any 
other one person, is the prototype of Oldtimer. 

But direct tax matters were not lacking. The Phila- 
delphia Daily News gave half its first page, a column 
on page four and its leading editorial to Philadelphia’s 
newly enacted wage tax. It also reported that the State 
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Supreme Court had upheld the constitutionality of the 
1939 personal property tax. (Penn. CT {§ 24-569.) 

At dinner we sat at the same table with a man 
who told us W. W. Werntz, Chief Accountant of 
the S. E. C., was one of the most brilliant students 
he had had at Yale. Incidentally Werntz has a fine 
article in the January Journal of Accountancy. 


The same publication also contains editorials on 
the case of Cabot, Inc., 40 BTA —, No. 64 (393 CCH 
{ 7394) and Lambert Estate, 40 BTA —, No. 120 (403 
CCH § 7016). The latter is particularly important 


since it considers the earnings of legal fees. 
* * 


Meetings 


The Women C. P. A.’s of New York held a meeting 
on the evening of December 18 at the same time as, 
but three miles away from, a meeting of the American 
Institute of Accountants. The women were to consider 
city taxes. The first law of the physical universe 
tells us that nobody can be in two places simul- 
taneously. So we let laziness decide for us, the Insti- 
tute’s meeting place being nearer our office. Thus 
we heard Walter Cooper expound and clarify six 
major changes in the Revenue Act of 1939. 


For the benefit of our feminine following who want 
to affiliate with their own sex, in New York let them 
make contact with Miss Gertrude Priester, 6 East 
39th Street, and in Chicago, Miss Mary C. Gildeg, 
Room 767, First National Bank Building. 

a 

Simon and Shuster have the well deserved reputa- 
tion of being most astute publishers. Their annual 
publication Your Income Tax at $1.00 has for several 
years been a best seller. Designed for the ordinary 
small taxpayer, who prepares his own returns, it 
has had astonishing circulation among the so-called 
“taxperts.” 

This year the publishers showed their astute- 
ness by getting out the 1940 edition before Christmas, 
thus providing many a woman a fine article to give 
to dad or hubby, and giving the recipient a chance 
to do, if he could, in the last week of 1939 whatever 
Was necessary or-desirable to ease the burden of mak- 
ing a return and paying the tax on the Ides of March. 
J. kK. Lasser, C. P. A., has done his customary good job. 

sa * 

The 1940 World Almanac has, on pages 80 and 81, 
a condensed tabulation of State Income Taxes which 
every tax man should want, and ought to have. 

. = «6 

The Connecticut Society of C. P. A.’s, due to its 
relatively small size and budget, has found it im- 
practical to issue a publication. However, lest its 
members fail to keep up to date, it has arranged to 
have the N. Y. State Society’s monthly magazine dis- 
tributed to its members. Other small societies might 
profitably follow its example. 


Students’ Department 


The students of Rutgers University are receiving 
some incomparably practical lessons in taxation. An 
act of the New Jersey legislature in 1936 exempted 
from property taxes fraternal organizations, but an 
amendment in 1937 excluded college fraternities. 
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The City of New Brunswick and the County of Mid- 
dlesex assessed the Rutgers frat houses, to about 
$20,000 a year; and the frats fought back on the 
grounds that their exclusion was discriminatory and 
therefore unconstitutional. The State Board of Tax 
Appeals upheld the assessors; and the case is now 
pending before the New Jersey Supreme Court. 
‘se @ 


The following is taken from an article by Guy E. 
Snavely, Executive Director, Association of Ameri- 
can Colleges, in the New York Times, December 31, 
1939: 

“One of the two most pressing matters carrying over into 
the new year are social security for the staffs, non-professional 
as well as professional, of college faculties, and academic 
freedom and tenure. ; 

“Since the Federal Social Security Act was amended by 
the last Congress so as to eliminate many features that 
seemed objectionable to the colleges and to make possible 
grants for widows and orphans, there seems to be much 
more sympathy for the inclusion of those connected with 
educational and other charitable institutions in the operation 
of the act. However, positive assurance must be given that 
the colleges and other similar groups will not come under 
the unemployment compensation feature of the act.” 


In Which We— 
Means Missus and Me 


No one who saw us about noon the first day of the 
year would have believed we were teetotalers be- 
cause we were drinking all the ice-water in sight. 
Reason was that the night before we had been to a 
Hungarian restaurant on 79th Street. Darn good way 
of relaxing before the rush season begins. The place 
is equally famous for its music and food, the latter 
is characteristically highly spiced, and we ate heavily. 
(Anytime you are in New York call us up and we'll 
give you the exact address and how to get there.) 
Then just to make the thing complete, the next 
morning the missus served highly spiced sausage meat 
with our breakfast buckwheat cakes. Result—a typi- 
cal New Year’s thirst, absolutely non-alcoholic. 


The Tax Talkers 


“Man, oh man,” said the Kid. “I wonder what the 
father of our country would say if he could see the 
mess we are in now.” 

“From what the debunked biographies tell us,” 
replied Oldtimer, “it would be plenty—and probably 
unpublishable.” 

“Now that it’s several months old,” said Star, “I 
can mention a certain case without cussing.” 

“Whom?” queried Oldtimer. 

“The taxpayer!” replied Star. And as the group’s 
faces showed amazement, he went on: 

“This woman, despite the fact that her husband 
had a steady job, and they had two children, got a 
job herself. In order to hold it, she had to hire a 
nursemaid for the children, and not only had the 
nerve to take the servant’s wages as a deductible 
expense, but the impudence to carry it to the BTA.” 

“Well, why not?” asked the Youngster. 

“Why not!” exclaimed Oldtimer. “Son, you cer- 
tainly are shaming your dad.” 

“Let me answer,” said Star. “The board held prop- 
erly that it was a personal expense, and was covered 
by the personal exemption, the same as the shelter, 
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food and clothing without which none of us could 
work at all.” 

“All right,” said the Youngster, “but what is there 
in that case to get you so hot under the collar?” 

“Let me answer that,” said Philo, “because I agree 
with Star but I can take it more calmly. I’m not 
one of those who go all the way with the foreign 
dictators that women must stay at home, in the 
kitchen, and rear children. But when a woman has 
two children too young for school, so that a nurse 
is required, and her husband has a steady, even if 
modest income, and yet insists on going to work, it 
is too bad. When she attempts to get tax relief for 
it, it’s even worse.” 

“Then it’s the social significance of the matter that 
has you roiled, rather than the tax angle,” said Old- 
timer. “You certainly have a deep subject.” 

“T think,” said the Kid, “that a mother like that 
really cannot bring up children. The maid may have 
been an improvement.” 

“If the husband had been out of work, or crippled 
or on W. P. A. or something like that, I could under- 
stand her action,” said Star. “But even then there 
was no tax case. As it is, I’m particularly peeved at 
the Board for making it a memo decision, where only 
a few ‘taxperts’ like us will see it. It should be a 
regular published decision.” 

“T could agree with you on that for a lot of other 
cases too,” said the Kid. 

“What gets my goat now,” said Star, “is my imag- 
ination. I have no information, as yet, but I’ll bet 
that right now women’s clubs, guilds, or whatever 
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they call themselves, who have heard about this case, 
are annoying their Congressmen to get remedial legis- 
lation. They already got a repeal of the ban on both 
members of a married couple working for Uncle Sam. 
No telling what they’ll do next.” 


“Ain’t It the Truth?” 


“Gentlemen: I am enclosing $4 on my account 
that is much past due, but wish to inform you that 
the present shattered condition of my bank account 
makes it impossible for me to send you my check in 
full in response to your request. My present financial 
condition is due the effect of the Federal laws, State 
laws, County laws, Incorporation laws, By-laws, 
brother-in-laws, mother-in-laws, and out-laws that 
have been foisted upon an unsuspecting public. Through 
these various laws I have been held down, held up, 
sat on, walked on, flattened, squeezed, and broke until 
I do not know what I am, where I am, or why I am. 

“These laws compel me to pay a merchant’s tax, 
capital tax, income tax, incorporation tax, real estate 
tax, auto tax, property tax, gas tax, light tax, water 
tax, cigarette tax, school tax, syntax, liquor tax, and 
carpet tax. 

“In addition to these laws I am requested and re- 
quired to contribute to every society and organization 
that the inventive mind of a man can invent. Give to 
the Society of St. John the Baptist, the Woman’s 
Relief, Navy League, The Children’s Home, the Pro- 
Freeman’s Benefit, the Dorcas Society, the Y. M. C. A., 
the Gold-Digger’s Home; also, to every hospital and 
charitable institution in town, the Red Cross, the 
Black Cross, the White Cross, the Purple Cross, the 
Flaming Cross and the Double Cross. 

“The government has governed my business so that 
I do not know who owns it. I am suspected, expected, 
inspected, disrespected, examined, re-examined, in- 
formed, required, commanded, and compelled until all 
I know is that I am supposed to provide an inexhaustible 
supply of money for every known and unknown need, 
desire or hope of the human race, and because I refuse 
to donate to all and then go out and beg, borrow or 
steal the money to give away, I am ousted, cussed, 
discussed, boycotted, talked to, talked about, lied 
about, held up, held down, and robbed until I am 
just about ruined. 

“The only reason that I am clinging to life at all is 
to see what is coming next.”—Wilmette Announce- 
ments, No. 45, via Marjorie Eldred. 


Hidden Taxes 


When you buy a loaf of bread and pay ten cents 
for it, you pay fifty-three different taxes amounting 
to an average of two cents on the ten-cent loaf. These 
are taxes paid originally by the farmer who raised 
the wheat, the miller who ground the flour, the baker 
who baked the bread and the grocer who sold the 
loaf to you. 

A bottle of milk for which you pay eleven cents 
carries an average hidden tax of three cents. These 
are taxes that have been paid to the federal, state and 
local governments by the dairyman, the distributor 
and by all the others whose property, business and 
equipment was necessary to produce and deliver the 
quart of milk to you.—Selected. 
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Annual Report of the Commissioner of 
Internal Revenue 


On January 9, 1940, there was released for publica- 
tion the Annual Report of the Commissioner of In- 
ternal Revenue for the fiscal year ended June 30, 1939. 
The report covers 187 pages and may be obtained 
from the Superintendent of Documents, Washington, 
D. C., for twenty-five cents. 

Some of the interesting facts disclosed in the report 
are as follows: 

There were 17,708,857 returns filed with collector’s 
offices during the year, of which 7,751,683 were income 
tax returns. 


Revenue stamps issued totaled 12,594,476,379 and 
had a value of $1,144,003,042. 

The number of all types of income tax returns filed 
during the fiscal year on which tax was assessed 
was 3,439,091. 

Depreciation deductions claimed on taxpayer’s re- 
turns were disallowed in an aggregate amount of 
$175,080,982, resulting in stipulated additional taxes 
of $21,425,745. 

Estate tax collections were $332,279,613, a decrease 
of over $49,000,000 of which more than $31,000,000 
was due to the election of 2,450 executors and adminis- 
trators to take advantage of the optional valuation date. 

Tobacco taxes collected were $580,159,206, the 
largest annual collections from this source since these 
taxes became effective. The silver tax produced 
$261,773. Collections under the National Firearms 
Act were $9,079. 


Important Legislative Changes Affecting the 
Bureau of Internal Revenue—Fiscal Year 1939 


Following is a resumé of important legislative action 
during the fiscal year 1939 which has had a marked 
effect on the work and duties of the Bureau. The 
material is taken from the Commissioner’s recent 
report to the Secretary of the Treasury: 

“Public, No. 1, Internal Revenue Code, approved 
February 10, 1939, codifies without substantive change 
all the United States statutes of a general and per- 


manent nature relating exclusively to internal revenue 
in force on January 2, 1939, and also such of the 
temporary statutes of that description as relate to 
taxes, the occasion of which may arise after the en- 
actment of the Code. 


“Public, No. 18, approved April 3, 1939, provides 
that the provisions of section 3 of the Act of March 
27, 1934 (48 Stat. 505), as amended by the Act of 
June 25, 1936 (49 Stat. 1926), relating to the excess 
profits to be paid into the Treasury on Navy con- 
tracts, shall be applicable to contracts for aircraft for 
the Army. It also increases the allowable profit from 
10 percent to 12 percent of the total contract price, 
provides for a more liberal net loss carry-over, and 
adds provision for a carry-over of a deficiency in profit. 

“Public, No. 32, approved April 12, 1939, Public 
Salary Tax Act of 1939, amends the income tax pro- 
visions of the Internal Revenue Code to provide for 
the taxation of compensation of State and local officers 
and employees, teachers in Alaska and Hawaii, and 
judges of the courts of the United States who took 
office on or before June 6, 1932, and gives the consent 
of the United States to nondiscriminating taxation of 
compensation, received after December 31, 1938, for 
personal service as an officer or employee of the United 
States, any Territory or possession or political sub- 
division thereof, the District of Columbia, or any 
agency or instrumentality of any one or more of the 
foregoing, by any duly constituted taxing authority 
having jurisdiction to tax such compensation. It also 
provides retroactive relief for State and local officers 
and employees for taxable years beginning before 
January 1, 1939. 

“Public, No. 155, approved June 29, 1939, Revenue 
Act of 1939, amends the Internal Revenue Code in 
several respects and contains a number of retroactive 
provisions, the most important changes being those 
made in the corporation income tax structure for tax- 
able years beginning after December 31, 1939. For 
such years, corporations are permitted to carry over 
a net operating business loss for a period of two 
years; a flat corporate tax of 18 percent is imposed 
upon corporations with incomes above $25,000; cor- 
porations in bankruptcy or receivership, joint stock 
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An Interesting Study of the Washington Monument 
Supplied Us through the Courtesy of Mr. Thomas 
M. Rees of Washington, D. C. 


lands banks, rental housing corporations, banks, in- 
surance companies, China Trade Act corporations, 
and corporations in the possessions of the United 
States are taxed at the rates applicable to other cor- 
porations ; and the $2,000 limitation applicable to capital 
losses of corporations is repealed as to all corpora- 
tions except personal holding companies and foreign 
personal holding companies. Corporations are given 
the right to increase their capital stock valuations for 
the fiscal years ending June 30, 1939, and June 30, 
1940. The Act amends the income tax provisions to 
provide for changes in the treatment of assumption 
of indebtedness in connection with corporate reor- 
ganizations; the basis of nontaxable stock dividends 
and stock rights; discharge of indebtedness of a cor- 
poration in an unsound financial condition ; limitations 
on the foreign tax credit of corporations; employees’ 
trusts; the use of the last-in first-out method of tak- 
ing inventory ; the method of reporting compensation 
for services rendered over a period of five calendar 
years or more; tax-free exchanges and distributions 
in obedience to the orders of the Securities and Ex- 
change Commission; loans received from the Com- 
modity Credit Corporation; charitable contributions 
to possessions of the United States and charities in 
such possessions; and domestic corporations referred 
to as Pan-American trade corporations. Changes are 
also made in respect of Federal tax liens in the case 
of securities, and in respect of the collection of tax 
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on insolvent banks; additional time is allowed for 
filing claims for refund of taxes paid under the Agri- 
cultural Adjustment Act; and the temporary excise 
taxes which otherwise would have expired in 1939 are 
extended for two years. 

“During the fiscal year there became effective Pub- 
lic, No. 696, Seventy-fifth Congress, third session, 
which reclassified numerous provisions of the Bank- 
ruptcy Act into Chapter X relating to corporate reor- 
ganizations, Chapter XI relating to arrangements of 
unsecured indebtedness, Chapter XII relating to real 
property arrangements by persons other than cor- 
porations, and Chapter XIII relating to wage earners’ 
plans. The Act provides for the nonrecognition of 
income arising from the cancellation of indebtedness 
in proceedings under Chapters X to XIII, inclusive, 
and for the reduction of basis of the debtor’s property 
when there has been a cancellation or reduction of 
indebtedness in proceedings under Chapters X to 
XII, inclusive. In addition, the provisions of the 
Bankruptcy Act relating to bankruptcy for liquidation 
were amended so as to require that Federal tax claims 
as well as other claims should be filed within six 
months of the first date set for the first meeting of 
creditors, provided that upon application before the 
expiration of the period and for cause shown the 
court may grant a reasonable fixed extension of time 
for the filing of claims by the United States.” 


“Last-in, First-out” Rule for Inventories 


The privilege extended to taxpayers to adopt the 
“last-in, first-out” rule for valuing inventories has 
brought forth new regulations. T. D. 4959, pro- 
mulgated December 28, 1939, interprets Sec. 219 of 
the 1939 Act, which amended Sec. 22(d) of the Code. 

Among its provisions are the following: Where 
purchases and sales are matched in a manner similar 
to hedging on a futures market, the firm purchases 
and sales entered into at fixed prices on or before the 
inventory date may be included in purchases or sales, 
provided the practice is consistently adhered to and 
in the Commissioner’s opinion clearly reflects income. 

Goods of a specified type on hand as of the close of 
the taxable year in excess of what were on hand as 
of the beginning of the taxable year are to be included 


in the closing inventory under one of the following 
methods: 


(a) By reference to the actual cost of the goods most 
recently purchased or produced; 

(b) By reference to the actual cost of the goods purchased 
or produced during the taxable year in the order of acquisition; 

(c) By application of an average unit cost equal to the 
aggregate cost of all of the goods purchased or produced 
throughout the taxable year divided by the total number 
of units so purchased or produced, the goods reflected in such 
inventory increase being considered for the purposes of sec- 
tion 22(d) as having been acquired all at the same time; or 

(d) Pursuant to any other proper method which, in the 
opinion of the Commissioner, clearly reflects income. 


Taxpayers desiring to adopt this method must elect 
to do so in the return for the taxable year as of the 
close of which the method is first to be used. If the 
return is filed prior to the ninetieth day after Decem- 
ber 28, 1939, the election may be made any time before 
the expiration of such ninetieth day. The election 
should be made on Form 979. 
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There is no fixed rule for determining whether or 
not this provision should be adopted. It carries its 
own law of compensation. Just as it will reduce taxes 
where there is a rising market, it will reduce costs, 
usually with increased profits, on a falling market. 

Taxpayers should proceed cautiously. One test 
would be to take a nominal business cycle in the past 
and reconstruct taxpayer’s income for such period as 
if this method had been used. 


Regulations 46 Revised 


Regulations 46, relating to excise taxes on sales, 
have been the subject of extensive revision. The 
previous edition was that of 1932, which the Govern- 
ment has now revised to incorporate refinements and 
amplifications considered necessary incident to ad- 
ministration of the pertinent taxes. All “articles” in 
the former edition have been designated “sections” 
in the current edition, the “Part” designation assigned 
to the new edition in the Department’s comprehensive 
Codification of Federal Regulations being Part 316 
of Title 26. Thus, the designation “Article 1” in the 
1932 edition has become “Section 316.1” in the cur- 
rent edition. A few additional “sections” have been 
added. Though originally designated “1939 Edition,” 
when finally released the Regulations bore the designa- 
tion “1940 Edition.” 

Many of the excise taxes which were imposed by 
the 1932 Act have expired or been repealed. Hence, 
many of the articles in the 1932 edition were no longer 
needed. The 1940 edition of the Regulations omits these. 

The new Regulations also add two new sections. 
Sec. 316.23 puts the burden on the vendor under an 
exemption certificate to satisfy himself that the ex- 
emption claim is warranted and subjects him to lia- 
bility for the tax if he knowingly sells under an 
unwarranted exemption claim. Also included is a 
section relating to exemption of supplies for aircraft. 

soth sections are similar to corresponding provisions 
contained in Regulations 44. 

A paragraph is added to Sec. 316.64 (corresponding 
to Art. 71 of the 1932 edition) calling attention to the 
fact that Sec. 3451 of the Code relating to aircraft 
applies only to sales by manufacturers direct to 
owners or operators of aircraft and that no credit or 
refund is allowable with respect to tax paid on articles 
sold by the manufacturer for resale for use on aircraft. 

The definition of “manufacturer” is extended to in- 
clude a person who produces a taxable article “from 
scrap, salvage, or junk material, as well as from new 
or raw material.” The quoted part is new. 

Sec. 316.15 (corresponding to Art. 15, 1932 edition) 
in defining fair market price provides that it is the 
price at which articles are sold by manufacturers at 
“the place of distribution or sale.” The old article 
used the words “place of manufacture or production” 
instead of the quoted words in the preceding sentence. 

Sec. 316.30 (old Art. 19) relating to the tax on tires 
and tubes has the following new provisions: 

Tires which are constructed by inserting a wire into a 
length of rubber tiring so that the ends may be fastened 
together are considered as being completely manufactured 
when the wire is inserted. The person who produces tires 
Dy so combining the wire and tiring is the manufacturer of 
the tire and liable for tax upon his sale or use thereof. 


The term “tires” includes rubber casings, rubber hoops, 
and rubber strips or bands, of all kinds, designed and shaped 
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or built to form the tread of or to fit a vehicle wheel. Tires 
of either the pneumatic or solid type which fit or form the 
tread for the wheels of any article which is capable of use as 
a means of transporting a person or burden, are taxable as 
tires. Examples of such articles are a toy so constructed 
that it will carry a child, wheel chairs, tea tables, doll car- 
riages, scooters, velocipedes, tricycles, baby walkers, bassinets, 
industrial trucks of either the push or motor-driven type, 
boys’ wagons, wheelbarrows, and similar articles. However, 
tires attached to imitations of such articles such as miniature 
toys of cast iron, tin, wood, or other materials, are not subject 
to tax. 


Many of the changes are of a clerical nature to 


change law references to references to the Internal 
Revenue Code. 


Gross Income—Chicago Municipal 
Annuity and Benefit Fund 


According to a recent ruling by the Deputy Com- 
missioner of Revenue, T. C. Mooney, amounts de- 
ducted for the Municipal Employees’ Annuity and 
Benefit Fund of Chicago from municipal employees 
are not income to such employees, who should report 
in gross income only amounts actually received after 
the deductions have been made. An amount received 
from the Fund as an annuity upon ordinary retire- 
ment is to be included in gross income, but the amount 
received as an annuity upon retirement for disability 
is not to be included in gross income. Payments to 
employees’ widows and minor children who rendered 
no services are not taxable. 





The Photograph Library 
Lincoln’s Last Photograph—Taken Just Five 
Days before He Was Assassinated 
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Comparative Charts of State Statutes Illustrating 
Barriers to Trade between States. The Marketing 
Laws Survey, Works Progress Administration, 
Washington, D. C., pp. 88. Price 25¢. 

The comparative charts in this publication were 
originally prepared by the Marketing Laws Survey 
for the use of the National Conference on Interstate 
Trade Barriers held at the call of the Council of State 
Governments in Chicago, April, 1939. 

Their separate publication makes more generally 
available information and data of significance in the 
study of barriers to the free flow of commerce among 
the states. The charts furnish typical examples of 
those state laws, which, on their face or in operation 
and effect, tend to obstruct or complicate the market- 
ing of goods in interstate commerce. Statutes for all 
states in the following categories are tabulated by the 
charts :— 

Liquor 
Motor Vehicles 
Itinerant Truckers 


Ports of Entry 
Oleomargarine 


Livestock, Poultry, Foods 

Nursery Stock 

Dairy Products 

Use Taxes 

Preference for State Products 
and Labor 


Introducing each chart is an explanation of the 
matters covered by the statutes. These introductions 
are preliminary to a comprehensive study of trade 
barrier laws which is now in progress as a part of the 
Marketing Laws Survey. This broader study will 
analyze the constitutional and legal aspects of the 
barrier laws and interpretative court decisions. 

The charts furnish impressive proof of the growing 
number and seriousness of state laws affecting inter- 
state commerce in defiance of business and _ social 
trends. A study such as this focuses attention on a 
development which is of extreme importance to the 
business community. 


Income, Estate and Gift Tax Provisions of the In- 
ternal Revenue Code. Commerce Clearing House, 
Inc., Chicago. pp. 225. Price $1.00. 


Pennsylvania Valuations and Exemptions for Per- 
sonal Property Tax Purposes. Commerce Clearing 
House, Inc., Chicago. pp. 246. Price $2.00. 


Property Taxation: Assessed Valuations, Levies, 
Tax Rates and Tax Extensions. Vol. 3, Survey ol 
Local Finance in Illinois. Illinois Tax Commission, 
Springfield. pp. 249. 
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IN CURRENT LE®AL PERIODICALS 


EXCISE TAXES IN THEIR RELA- 
TIONSHIP TO PROPERTY 
TAXES 


Arthur S. Dayton, Member of the West 
Virginia Bar 


46 West Virginia Law Quarterly, Decem- 
ber, 1939, p. 21-46 


Taxation presents two fundamental classi- 
fications—property taxes, based upon the 
privilege of possessing property, and excise 
taxes, based upon the privilege of perform- 
ing some act or engaging in some activity. 
Many taxes partake of the characteristics 
of both, but in spite of appalling complexity 
and variation, all taxation inherently must 
partake of the characteristics of a property 
tax or an excise tax, or a mixture of both. 


Not only is this classification inherent in 
all taxes, but economic history presents a 
succession of conflicts between the two 
underlying philosophies. Early in the second 
century B. C., Rome had abolished all direct 
taxes, including the land tax in Italy, the 
state being supported by income from the 
public domains and levies upon the prov- 
inces. During the reign of Augustus, there 
was imposed a one percent excise tax on 
auction sales, a four percent tax on the sale 
of slaves, a five percent tax on the freeing 
of slaves, and a five percent inheritance tax 
on indirect legacies above the value of about 
tive thousand dollars in present-day cur- 
rency. The later Roman Empire presented 


a steady development in excise or occupa- 
tional taxes, 





With the death of Charlemagne feudal 
Europe may be said fully to have com- 


menced. With feudalism, taxation, as we 
understand it, almost entirely ceased to 
exist. The obligations of feudal service 


nally developed into money payments, 
based on possession of property, really 
Within the classification of property tax- 
ation, The cycle of tax development from 
Property to occupational taxes again com- 
menced. In England up to the time of the 


ludors, property taxation in the guise of 
leudal obligation to the ruler was the chief 
Support of gov ernment, outside of the sov- 


freign’s personal income. During the time 
of the Tudors and, more noticeably, during 
the reign of the first two Stuarts, there was | 
4 very definite tendency toward what 
amounted to occupational taxation. The 





most common form which such taxes as- 
sumed was the granting of a monopoly to 
an individual or, after the statute of 1624, 
to a company to engage in occupations, or 
to sell certain goods. Such taxation, par- 
ticularly among the commercial and agri- 
cultural classes from which America was 
chiefly settled, was intensely unpopular, and 
at this period the early settlement of the 
Atlantic seaboard was most active. It is 
easy to understand the resentment with 
which the stamp taxes of George III were 
met. A stamp tax upon commodities or 
documents is predominantly a privilege tax, 
although it has close relationship to prop- 
erty. At the time of the Constitutional 
Convention there were uppermost in the 
public mind two classes of taxes, (a) prop- 
erty taxes, and (b) duties upon imports or 
exports, 


At the time of the Constiuions’ Conven- 
tion, and for many years thereafter, the 
concept of excise or indirect taxes was 
much more limited than at present, not so 
much as a matter of legal inhibition as in 
popular thinking. Personal activity taxes, 
so disassociated from property, were, almost 
without exception, pure license taxes which 
had been recognized for many centuries in 
English law, and from the beginning of the 
colonies in America. A pure license tax is 
payment for some special privilege or im- 
munity, and underlying it, is always the 
thought of regulation, the revenue derived 
being of secondary importance. A typical 
example of the license tax used both for the 
purposes of regulation and likewise for the 
purpose of revenue is the tax upon intoxi- 
cating liquors. By its very inherent pur- 
pose and nature, a license tax could not be 
imposed upon all citizens. It only applied 
to those who desired to exercise the special 
privileges which it permitted. With the 
inevitable blending of the license tax and 
the excise tax, there arose the problem of 
selective classification for the purposes of 
taxation. 


Prior to the great expansion of govern- 
mental activities, both state and federal, 
contemporaneous with, and following, the 
World War, there had been a steady de- 
velopment in the scope of the excise tax. 
Until the World War there had been little 
change in the tacit division of taxes whereby 


|\the Federal Government supported itself 
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through customs receipts and internal ex- 
cise taxes of a semi-regulatory character, 
and the states chiefly supported themselves 
from property taxes. The last twenty-five 
years have seen an unparalleled extension 
of the excise, occupational, and privilege 
taxes. These years have likewise seen a 
complete departure from the long standing 
separation in the tax bases of the state and 
federal governments. The latter has been 
unable, because of the practical limitations 
arising from the requirement of apportion- 
ment, to extend its taxing power to reach a 
broad property tax, but the Sixteenth 
Amendment, effective from February 25, 
1913, gave it the power to collect taxes upon 
incomes, without apportionment among the 
several states, even though such income 
emanated directly from property. 


In case of one of the most fundamental 
forms of property, natural resources, such 
as coal, oil and gas, in order to acquire 
economic usefulness, must be separated 
from the real estate, and perhaps the first 
important phase in West Virginia of the 
development of excise taxation was the 
period extending over the many years in 
which a so-called production tax upon coal, 
oil and gas was urged and opposed. Such 
a tax is popularly spoken of as a production 
tax, and in West Virginia is imposed upon 
the business of “producing.” Actually it 
has many incidents of a property tax. In 
many states similar taxes are spoken of as 
“severance taxes,” and this phraseology is 
not unkown in West Virginia. The tax may 
be attributed to the privilege of producing 
property for economic use, or it may be 
conceived of as essentially being for the 
privilege of removing and destroying such 
property itself. 


Perhaps the most recent important devel- 
opment in excise tax law relates to taxation 
upon acquisition of property, and a large 
number of states have passed statutes of 
this character. The tax is popularly known 
as a sales tax. The name 


j “sales tax” is a 
misnomer, | The seller may not pay the 
same. He is the mere collecting agency of 


the state. The purchaser on acquiring the 
property may alone pay the tax. For what 
is he paying? The answer is obvious—for 
the privilege of acquiring property, and the 
consumers tax is clearly a tax upon the 


| acquisition of property. 
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KENTUCKY 


The Kentucky Legislature convened in 
Regular Session on January 2. Following 
ze important tax bills which have been 
introduced: 


Amusement Tax.—H. B. No. 35 includes 

arnivals in the list of places subject to 
the amusement tax and imposes an excise 
tax of ten per cent of the gross receipts 
of all units and concessions of carnivals. 


Assessments.—S. B. No. 19 provides for 
the assessment of real estate once every 
four years and personal property annually. 

Auctioneers—License and Bond.—H. B. 
No. 72 regulates auctioneers, assistants, and 
auction marketing commissions and creates 
astate auction marketing board. To Rev- 
enue and Taxation Committee No. 1-A. 

Foods and Drugs.—H. B. No. 83 outlaws 
false advertising of foods, drugs, devices, 
and cosmetics, and requires a permit fee of 
83 from all persons manufacturing the 
above for sale in Kentucky. 

Gasoline Tax—Exemption.—H. B. No. 16 
exempts from the five-cent per gallon tax 
all gasoline used for farm purposes. 

H. B. No. 47 exempts gasoline from tax- 
ation except that used in motor-propelled 
tehicles using the highways. 
_Handbooks—Licenses.—H. B. No. 23 
egalizes and licenses handbooks and pro- 
vides for a license fee of $500. 

Occupational License Taxes.—H. B. No. 
123 relates to occupational license taxes on 
wholesale cigarettes at $25, restaurants, $10, 
soit drinks and ice cream at retail, $5, and 
tobacco products at retail, $10 per outlet. 
Real Estate Brokers—License—H. B. 
‘0. 69 regulates and licenses real estate 
brokers and salesmen and creates a state 
teal estate board. To Revenue and Taxa- 
tion Committee No. 1-A. 

Wagering Tax.—H. B. No. 57 
‘ree per cent tax on all money 
ét race tracks in Kentucky. 
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LOUISIANA 
First Special Session 









_ The Louisiana Legislature convened in 
Special Session on January 20 and adjourned 
on January 25. As we go to press the fol- 





U NDER the above heading, report is 
made of introduction and action on 
state tax legislation of importance to 
business interests. The section is con- 
fined to pending bills in state legislatures, 
and the final report will be that of enact- 
ment, when the bill is listed under the 
caption “approvals.” This feature is made 
possible through the facilities of the 
Commerce Clearing House Legislative 
Reporting Department, which furnishes 
a twenty-four hour reporting service on 
all subjects for all states. A copy of the 
text of any bill reported may be obtained 
for a service charge of one dollar. 


lowing bills have passed both houses and 
are in the Governor’s hands: 

Motor Boat Fuel.—H. B. No. 7 exempts 
from taxation all fuel used in propelling any 
boat. 

Sales Tax.—H. B. No. 1 proposes a con- 
stitutional amendment prohibiting the Leg- 
islature from levying a sales tax on articles 
taxed by the Public Welfare Revenue Law. 


MISSISSIPPI 


The Mississippi Legislature met in Regu- 
lar Session on January 2. To date the fol- 
lowing tax bills have been introduced: 

Admissions Tax.—S. B. No. 4 exempts the 
admissions at any athletic contests between 
universities or colleges from the admissions 
tax. To Finance Committee. 


Oil Leases.—H. B. No. 7, among other 
things, empowers the state to impose a tax 
on all oil, gas, or mineral leases held by 


Calendar of 1940 Sessions 


Jurisdiction Convened Adjourned 


Kentucky OTe: 5 ee 
Louisiana (Ist Sp.).. Jan. 20 Jan..25 
Mississippi ate Ca 
Nebraska (lst Sp.) jan. 2 Jan. 13 
New Jersey .... Ce 
New YOrk «...... 50% tan. 3 

Rhode Island ... jaa: Z 

South Carolina | a0 eee 
Vireimia ... Jan. 10 











all persons except bona fide owners of lands 
so leased. To Public Lands, Ways and 
Means Committee. 


Property Taxes.—S. B. No. 18 validates 
all acts, proceedings, orders and resolutions 
of the board of supervisors of Quitman 
County in relation to the issuance of re- 
funding bonds of said county, in the princi- 
pal amount of $909,000, validates said bonds 
and directs the levy of taxes to pay the 
same and the interest thereon. To Local 
and Private Committee. 


NEBRASKA , 
First Special Session 


The Nebraska Legislature convened in 
First Special Session on January 2 and ad- 
journed stne die on January 13. The meet- 
ing was called for the purpose of amending 
the state’s unemployment compensation and 
workmen’s compensation laws. 


NEW JERSEY 


The Regular Session of the New Jersey 
Legislature convened on January 9. Fol- 
lowing are tax bills which have been intro- 
duced: 


Motor Vehicles.—S. B. No. 12 fixes the 
annual registration fee for all passenger 
automobiles at $5. To Highways Com- 
mittee. 

S. B. No. 14 reduces the automobile driv- 
er’s license fee from $3 to $1. To Highways 
Committee. 

S. B. No. 24 fixes the registration for pas- 
senger automobiles at a flat fee of $10 and 
the fee for automobile driver’s licenses at 
$2. To Highways Committee. 

Public Utilities Taxes.—A. B. No. 1 rati- 
fies and confirms excise taxes levied pursu- 
ant to Chap. 7, P. L. 1938 (public utilities) 
and adopts the apportionment made by the 
State Tax Commissioner for the years 1938 
and 1939. To Governor. 

A. B. No. 2 ratifies and confirms excise 
taxes levied pursuant to Chap. 8, P. L. 1939 
(public utilities) and adopts the apportion- 
ment made by the State Tax Commissioner 
for the years 1938 and 1939. To Governor. 
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NEW YORK 


On January 3 the Regular Session of the 
New York Legislature convened. Follow- 
ing are important tax bills which have been 
introduced to date: 


Alcoholic Beverages.—A. B. No. 109 im- 
poses in New York, Kings, Bronx, and 
Queens Counties a one per cent tax on net 
invoice value of alcoholic beverages brought 
into the premises of liquor licensee for re- 
sale, in addition to license fee, and reduces 
from $1200 to $800 the fee for retail liquor 
licenses. To Excise Committee. 

A. B. No. 251 reduces from $10 to $5 
the fee for temporary one-day beer permit. 
To Excise Committee. 

A. B. No. 252 reduces from $100 to $25 | 
the annual license fee for the sale of beer on 
a vessel offered to the public for hire, or 
on a vessel chartered for carrying passen- 







































| Motor Vehicles Committee. 


| sprayers, 
| trailing 


TAX ES—The Tax Magazine 







passenger motor vehicles propelled by elec- 
tricity to remain at $10. To Motor Vehicles 
Committee. 


A. B. No. 202 provides that annual regis- 
tration fee of commercial vehicles used ex- 
clusively for farm purposes shall be $2. To 


A. B. No. 429 makes registration fee $5) 
for house-trailers used exclusively for camp- | 
ing or vacation purposes by the owner. To} 
Motor Vehicles Committee. 

S. B. No. 130 and A. B. No. 207 exempt | 
from payment of registration fees, truck | 

farm tractors, trailers or other 
farm implements and machinery 
used exclusively in agricultural pursuits. 
To Motor Transportation Committee. 

SF 


truck shall be 40¢ for each 100 lbs. or ma- 


B. No. 373 and A. B. No. 380 provide | 


that the annual fee for registering a farm| 





| sections 3 and 7 of Chap. 100, General Laws 


|or taxicabs,” as amended and provides 3 

















dealers to have licenses. To Agriculture 
Committee. 
S. B. No. 1 and A. B. No. 32 enact 








a pari-mutuel revenue law for support of 






ally and for improving the breed of horses 
by imposing a tax of five per cent on 
betting on horse races. To 
Committee. 













ment a tobacco control division headed by 
a board of five members appointed by the 
governor for regulating and controlling 
manufacture, sale, and distribution of to- 
bacco products to prevent adulteration and 
habit-forming drugs; there are to be three 
kinds of licenses—one for manufacturers, 
one for wholesalers and one for retailers, 
with fees ranging from $50 to $250; pro- 
vision is made for permits to solicitors, 
warehouses and truckmen. 
Committee. 



























Air-conditioning Law for licensing contrac- 









air-conditionng 
inspection. 


systems and provide for 


To Judiciary Committee. 








Chain Stores—A. B. No. 93 provides for 







partment with fees ranging from $50 to 
$1,000 for each store based on number of 






Taxation Committee. 







Inheritance Tax.—A. B. No. 216 imposes 
an inheritance tax equal to not less than 
same rate of tax and restrictions imposed 
by foreign country whose net estate 
person who at time of death was a resident 






















dent of a foreign country which does not 
permit residents of New York state to re- 










To 


such foreign country. 


Taxation Com- 
miuttee. 











Mortgage Recording Tax.—S. B. No. 397 














provision for exempting certain mortgages 
from the mortgage recording tax. To Tax- 
ation Committee. 




























Motor Vehicles.—A. B. No. 6 fixes a flat 
registration fee of $5 on motor vehicles 
after January 1, 1941, instead of fees based 
on weight and motive power; provides for 








gers for hire for fishing purposes. To Ex- 
cise Committee. 
Business Licenses.—A. IB. No. 422 ex-| 


empts cities from provisions requiring milk | 


government, to promote agriculture gener- | 


Finance | 


S. B. No. 117 creates in executive depart- | 


To Judiciary 
S. B. No. 317 and A. B. No. 420 enact the | 


tors engaged in constructing and installing | 


licensing of chain stores by state tax de- | 


stores operated, and appropriates $2,000. To | 


of | 


of this state is transferred to an alien resi- | 


ceive any share in estate of decedents of | 


and A. B. No. 360 extend until Jan. 1, 1941, | 


jor fraction, unladen. To Motor Vehicles 
Committee. 


Peekshill Charter—Tax Budget.—S. | 
No. 292 and A. B. No. 314 legalize submis- 
|sion of a proposition for the approval of a 
|\law providing a charter for Peekshill, and 
provide for adoption of a tax budget for 
levy of taxes and for borrowing money in 
anticipation of taxes. To Cities Committee. 


? 


Property Taxes.—S. B. No. 29 and A. B. 
|No, 38 repeal provision relative to delin- 


To Internal Affairs Committee. 


S. B. No. 30 and A. B. No. 39 repeal pro- 
|vision relative to collection of taxes in 
ltowns of Monroe County, and for borrow- 
ing money in anticipation of taxes. To In- 
\ternal Affairs Committee. 

=. 


B. No. 124 provides for assessment of 
state lands used by conservation depart- 
ment for reforestation, game refuge, fish 
| hatchery, or game farm in any town instead 
of only in specified towns. To Taxation 
Comunittee. 

S. B. No. 270 and A. B. No. 263 authorize 
|}county boards to provide for payment of 





|state and county taxes in two installments 
|during January and July. To Taxation 
Committee. 


Sales Tax.—S. B. No. 13 and A. B. No. 46 | 


|impose a three per cent tax on gross re- 


To 


are in excess of $1,000. 
| mittee. 

S. B. No. 354 and A. B. 370 prohibit a 
municipality from imposing license taxes or 
| fees on manufacturers, their agents or em- 
| ployees for soliciting orders or selling goods 
| manufactured in this state, that cannot be 


Taxation Com- 


| legally imposed on non-resident manufac- 
|turers. To Cities Committee. 
RHODE ISLAND 
The 1940 Session of the Rhode Island | 


| Legislature assembled on January 2. Fol- 
lowing are the tax bills which have been 
introduced: 

Delinquent Taxes—Penalty.—H. B. No. 
507 fixes a five per cent maximum penalty 
on delinquent taxes. To Finance Commit- 
tee. 


Gasoline Tax.—H. B. No. 525 reduces the | 
To | 


gasoline tax to one cent per gallon. 
Finance Committee. 


>. | 


quent taxes in towns of Monroe County. | 


|ceipts on retail sales, services and facilities | 
after June 30, 1941, where aggregate sales | + : 
|; Committee. 


and water districts to put liens on real estate 


| county purposes. 


|taxes in Calhoun County for 


11304 exempts certain manufacturing enter- 


|social, fraternal, charitable and eleemosy- 


February, 1940 









Lien of Tax.—S. B. No. 43 permits fix 


for non-payment of taxes. To Corporation; 
Committee. 

Property Tax.—S. B. No. 567 provide; 
for the taxation of property taken by emi. 
nent domain and permits 50% tax on an 
gains growing out of taking of property 
To Judiciary Committee. . 

Property Tax—Exemption.—H. }). X, 
545 permits tax exemption of certain jd] 
property. To Finance Committee. 

Taxicabs—License.—S. B. No. 40 amends 


C 


entitled “The operation of motor vehicle 


fee of $10 for licensing taxicab business. 
To Judiciary Committee. 

Tobacco Tax.—H. B. No. 517 repeals the 
tax on sale of tobacco products. To Finance 
Committee. 





SOUTH CAROLINA 


The Regular Session of the South Caro- 
lina Legislature convened on January 9 and 
the following bills have been introduced: 

County Taxes.—H. B. No. 1285 provides 
for the levy of taxes in Pickens County for 
county and school purposes, 

H. B. No. 1286 provides for the levy of 
taxes in Darlington County for county pur- 
poses. 


H. B. No. 1287 provides for the levy of 
taxes in Bamberg County for county pur- 
poses. 

H. B. No. 1288 provides for the levy of 


taxes in Abbeville County for school and 


H. B. No. 1296 provides for the levy oi 
school and 
county purposes. 

H. B. No. 1297 provides for 
taxes in Berkeley County. 


County Taxes—Exemptions.—H. 


the levy of 
B. N 


prises from county taxes in York County. 
S. B. No. 1071 includes the property oi 


nary societies in the list of property ex- 
empted from taxation in Chester County. 

Intangibles Tax.—S. B. No. 1072 repeals 
subdivision E and a portion of subdivision 
C, section 8, Act 406, Acts of 1933 imposing 


a so-called intangibles tax. To Finance 


VIRGINIA 


The Virginia Legislature convened in 
Regular Session on January 10 and the 
following bills have been introduced: 

Business Licenses.—S. B. No. 23 and H 
B. No. 39 amend the billboard law by 1” 


$100 and a graduated tax on each sign 
$1 to $3 according to size. To Genera 
Laws Committee. 





Motor Vehicles.—H. B. No. 6 repeals se 
tion 217-a of the Tax Code relating to the 
assessment and taxation of rolling stock © 
certificated motor vehicle carriers by 
State Corporations Commission, and pr 


lvides for the assessment of such _ rolling—, 


stock having a situs for taxation in Virginia 
| by the commissioners of revenue. To Finantt 
Committee. 

Road Tax.—H. B. No. 8 amends and tf 
enacts section 8-a of the Road Tax La 
To Finance Committee. 





creasing taxes and generally making it moré 
drastic; provide for an annual license fee ©! 
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STATE TAX CALENDAR 


1949 MARCH 


1940. 


SUN. MON, TUE. WED. THU. FRI. SAT. - 


«cnenananacn 1 2° Y 


3456789 


1011 1213 1415 16 
21 22 93 
28 29 30 


17 18 19 20 
“4 25 26 27 


ALABAMA 
March 1—— 


Automobile dealers’ reports due. 
payment due. 


report. 
March 10. 
Automobile dealers’ reports due. 
Reports of wholesalers, distributors 
tailers of alcoholic beverages due. 
March 15—— 
Carriers’, 
line tax due. 
Carriers’, warehouses’ and transporters’ 
bricating oils tax reports due. 
Income tax information returns due. 
Income tax return and first installment 
tax due. 
Last day to make franchise tax reports. 
Motor carriers’ tax under 1932 Act due. 





and 








Automobile dealers’ reports due. 


ment due. 
Gasoline tax reports and payment due. 


Sales tax reports and payment due. 
March 31—— 


Carbonie acid gas reports due. 








ARIZONA 
March 1—— 








payment due. 
Narch—First Monday 


Semi-annual property tax installment due. 
March 15 


Gasoline tax reports and payment due. 





















Income tax information returns due. 







due, 


Motor carriers’ reports and taxes due. 
March 25——— 


Motor fuel carriers’ reports due. 









































ARKANSAS 





arch 1—_ 


franchise tax reports due. 









, Payment due. 
“ublic utility property tax returns due. 






4. 


Insurance company premiums tax reports and 


Last day to make public utility property tax 


re 


warehouses’ and transporters’ gaso- 


lu- 


of 


Coal and iron ore mining tax reports and pay- 


Lubricating oils tax reports and payment due. 


Gross income tax reports and payment due. 


Income tax return and first installment of tax 


‘Nsurance company premiums tax reports and 


Insurance company premiums tax reports and 


| 





March 10—— 
Alcoholic beverage reports and taxes due. 
National resources—statements of purchases 
due. 
Natural resources severance tax reports and 
payment due. 
March 15—— 
Sales tax reports and payment due. 
March 20 
Gasoline tax reports and payment due. 





CALIFORNIA 
March I 
Gasoline tax due. 
March 15—— 
Bank and corporation franchise tax returns 
and first installment of tax due. 
Corporation income tax returns and first in- 
stallment of tax due. 
Express and railroad companies transmitting 
money—reports due. 








Gasoline tax reports due. 

Use fuel tax reports and payment due. 
March 20—— 

Beer and wine reports and tax due. 

Motor carriers’ gross receipts tax due. 
March 31 


Mine owners’ reports due. 





COLORADO 
March 1—— 
Insurance company premiums tax reports and 
payment due. 
March 5—— 
Motor carriers’ reports and taxes due. 
March 15—— 
Coal tonnage tax reports due. 
Coal mine owners’ reports due. 
Franchise tax reports due. 
Sales tax reports and payment due. 
Service tax reports and payment due. 
Use tax reports and payment due. 
March 25—— 
Gasoline tax reports and payment due. 


CONNECTICUT 
March 1 
Insurance company premiums tax reports due. 
Gasoline tax due. 
Motor bus corporation reports due. 
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1940 MARCH 1940 


SUN, MON, TUE, WED. THU. FRI. SAT. 
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3456789 
10 11 12 13 1415 16 
17 18 19 20 21 22 23 
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March 15—— 
Gasoline tax reports due. 
Unincorporated business gross income tax re- 
ports and payment due. 
March 20—— 


Alcoholic beverage tax reports due. 





March 30—— 
Reports and fees due from corporations or- 
ganized between Jan. 1 and June 30. 
March 31—— 
Cigarette distributor’s monthly reports due. 
Electric, gas, power, water, railroad and 
street railway corporations’ tax returns due. 
Public service company reports due. 


DELAWARE 

March 1—— 

Insurance company premiums tax reports and 
payment due. 

March 15—— 

Filling stations’ gasoline tax reports due. 

Income tax information returns due. 

Income tax returns and first installment 
tax due. 

Manufacturers and importers of alcoholic bev- 
erages—reports due. 

March 31 
Carriers’ gasoline reports due. 
Distributors’ gasoline tax reports 

ment due. 


of 





and pay- 


DISTRICT OF COLUMBIA 
March 1—— 
Insurance company premiums tax due. 
Reports due from all domestic and foreign 
insurance companies. 
March 10. 
Licensed manufacturers and 








wholesalers of 
beer—reports due. : 
Licensed manufacturers, wholesalers and re- 
tailers of alcoholic beverages—reports due. 
March 15—— 
Income tax returns and payment due. 
Tax on beer due. 
March 31 
Bank gross earnings tax due. 
Gasoline tax reports and payment due. 
Last day to pay semi-annual installment of 
property tax. 
Last day to pay semi-annual installment of 


public utility tax. 
Motor vehicle registration and fees due. 
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FLORIDA 
March 1—— 
Insurance company premiums tax due. 
March 10—— 
Manufacturers’ and dealers’ 
age reports due. 


alcoholic bever- 





March 15—— 

Chain store gross receipts tax reports and 
payment due. 

Electric, gas, light, heat and power, tele- 
phone and telegraph company gross receipts 
tax reports and payment due. 

Gasoline tax reports and payment due. 

Motor vehicle fuel use tax reports and pay- 
ment due. 

Transporters’ and carriers’ alcoholic beverage 
reports due. 


GEORGIA 





March 1—— 
Public utility special franchise tax (property 
tax) reports due. 
Railroad’s property tax returns due. 
March 10. 
Tobacco wholesale dealers’ reports due. 
March 15— 
Income tax information returns due. 
—" tax returns and first tax installment 
ue, 

Intangible personal property returns due. 
Malt beverage tax reports and payment due. 
March 20 

Gasoline tax reports and payment due. 








IDAHO 





March 1 
Express company reports due. 
Insurance company premiums tax returns due. 
March 10—— 
Beer dealers’ reports due. 
Mareh 15—— 
Electric power 
due. 
Gasoline tax reports and payment due. 
Income tax information returns due. 
Income tax returns and first installment of 
tax due. 
March 31 
Last day for express companies to pay tax. 
Motor vehicle registration due. 


company reports and taxes 





ILLINOIS 
Mareh 1—— 
Insurance company premium tax returns due. 
March 10—— 
Motor carriers’ mileage tax due. 
March 15— 
Last day to make alcoholic beverage reports. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s reports of alcoholic beverages 
due. 
March 20—— 
Gasoline tax reports and payment due. 
March 30—— 
Transporter’s gasoline tax reports due. 





INDIANA 


March 1—— 
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March 15—— 











March 20—— 















































eb 


February, 1940 









tility 
Bank and trust company intangibles tax re- Oil production tax reports and payment due on 
ports due. March 31—— * Byareh 31 
Bank share tax reports due. Dealers’ and transporters’ gasoline tax reports Beer t 
Carriers’ gasoline tax reports due. and payment due. , Gasolir 
March 20—— Motor 
Bank and trust company intangibles tax due. 
Bank share tax due. 
Building and loan association intangibles tax 
reports and payment due. 
March 25—— 
Gasoline tax reports and payment due. 
IOWA 
March 1 
Cigarette vendors’ reports due. 
Express company property tax reports due. 
Insurance company premiums tax returns and Last day for public utilities to file franchise 
payment due. tax reports. 
Public utility property tax returns due. 
March 1- 
LOUISIANA Inform 
March 1—— Person 
Chain store tax due before this date. ~e 
Insurance company premiums tax reports and arch 1 
payment due. Aleohc 
License taxes delinquent. due. 
Wholesalers’ tobacco reports due. March 1 
March 10—— Cigare 
Importers’ gasoline tax reports and payment — 
due. March 3 
March 10—— Importers’ kerosene tax reports and payment — 
Carriers’ gasoline tax reports due. due. 
Class ‘‘A’’ permittees’ beer tax reports and Importers’ light wine and beer reports due. 
payment due. Importers’ lubricating oils reports due. Yareh 1. 
March 20—— March 15—— Gas ar 
Gasoline tax reports and payment due. Carriers’ gasoline tax reports due. due, 
March 31—— Carriers’ kerosene tax reports due. Intang 
Income tax information returns due. Carriers’ light wines and beer reports due. Last d 
Income tax returns and first installment of tax Carriers’ lubricating oils reports due. out 
due. Intoxicating liquor manufacturers’ and dealers’ § Last ¢ 
reports due. tax 
KANSAS Wholesalers’ tobacco reports due. March 5 
March 1—— March 20—— Carrie 


Income tax information returns due. 

Insurance company premiums taxes due. 

Private car company reports due. 

March 10—— 

Malt beverage tax reports and payment due. 

March 15—— 

Carriers’ gasoline tax 
due. 

Compensating tax reports and payment due. 

Motor carriers’ gross ton-mileage tax reports 
and payment due, 

March 20—— 

Railroad, telegraph, telephone, pipe line and 
electric power company returns due. 

Sales tax reports and payment due. 

March 25—— 

Gasoline tax reports and payment due. 

March 31—— 

Franchise tax reports and payment due. 

Last day to file bank share tax reports. 


reports and payment 








KENTUCKY 


March 1—— 
Bank share tax due. 
Insurance company (other than life) premiums 
tax returns and payment due. 
Motor vehicle registration fees due. 
Property tax due. 
March 10—— 
Alcoholic beverage reports due. 
Refiners’ and importers’ gasoline tax reports 
due. 
March 15—— 
Income tax information returns due. 
Motor vehicle fuel (other than gasoline) tax 
reports and payment due. 
Passenger carriers’ mileage taxes due. 





Insurance company premiums tax returns and 


payment due. 


Public utility gross receipts tax reports and 
payment due. 












Dealers’ gasoline tax reports and payment due. §March 1 
Dealers’ kerosene tax reports and payment§ Sales 

due. Use tz 
Light wine and beer manufacturers’ and deal-§March 2 











ers’ tax reports due. Distri 
Lubricating oils tax due; dealers’ reports due. men 
New Orleans city sales tax reports and pay- 
ment due. 
Petroleum solvents reports due. March 1 
Sales tax reports and payment due. Bank 
March 31—— Incom 
Public utility supervision and inspection re-§ Insure 
port due. Iron s 
Perso} 
MAINE Public 
March 1 taxe 
Foreign corporation license fees due. Semi-: 
Gasoline tax due. ings 
Motor vehicle registration fees due. Mareh 1 
March 10 Whole 
Manufacturers and wholesalers of malt bevel- alco 
ages—reports due. March | 
March 15—— Incor 
Gasoline tax reports due. due. 
Inters 
MARYLAND March § 
March 1—— _ ff Gasol: 
Insurance company premiums tax delin 
quent. 
March 10—— March } 
Admissions tax payment due. Dome 
March 15— por’ 
Bank share tax reports due. March : 
Corporation property tax returns due. Facto 
Distilled spirits property tax due. larch 


Franchise tax reports due from domestic C# Admi 


nary business corporations and foreign comMarch 
porations based on capital employed. Gasol 
Income tax returns and payment due. Incon 
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payment 


S due, 
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; due. 
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payment 


and deal- 
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Utility gross receipts franchise tax reports | 


due. 


March 31—— 


Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Motor vehicle registration fees due. 





MASSACHUSETTS 

March 1—— 

Information at the source returns due. 

Personal income tax returns and first install- 
ment of tax due. 

March 10—— 

Alcoholic beverage tax reports and payment 
due. 

March 15—— 

Cigarette distributors’ tax reports and pay- 
ment due. 

March 31—— 

Gasoline tax reports and payment due. 


MICHIGAN 

Yareh 1—— 

Gas and oil severance tax reports and payment 
due. 

Intangibles tax returns and payment due. 

Last day for payment of property taxes with- 
out interest charges. 

Last day to file insurance company premiums 
tax reports. 

March 5—— 

Carriers’ gasoline tax reports due. 

Mareh 15—— 

Sales tax reports and payment due. 

Use tax reports and payment due. 

March 20. 


Distributors’ gasoline tax reports and pay- 
ment due. 





MINNESOTA 
March 1—— 
Bank share tax due. 
Income tax information returns due. 
Insurance company premiums tax reports due. 
Iron severance tax reports due from operators. 
Personal property tax due. 
Public utility (except railroads) gross earnings 
taxes due. 
Semi-annual installment of railroad gross earn- 
ings tax due. 
March 10-—— 
Wholesalers’, brewers’, and manufacturers’ 
alcoholic beverage reports due. 
March 15—— 
— tax returns and first installment of tax 
ue, 
Interstate motor carriers’ mileage tax due. 
March 25—— 


Gasoline tax payments due. 


MISSISSIPPI 


March 1—— 


Domestic insurance company premiums tax re- 
ports and payment due. 
March 5——— 


Factory reports due. 





larch 19—— 


Admissions tax reports and payment due. 
larch 15—_ 


Gasoline tax reports and payment due. 
Neome tax information returns due. 





March 1 


March—First Monday 


March—First Monday 
Electric light, heat and power, gas, street rail- 
way, telegraph, telephone, and water com- 





STATE TAX CALENDAR 


Income tax returns and first installment of tax 
due. 

Manufacturers, distributors and wholesalers of 
tobacco—reports due. 

Retailers, wholesalers, distributors and com- 
mon carriers of light wines and beer—re- 
ports due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


MISSOURI 


March 1—— 


Annual sales tax reports and payment due. 
Factory reports due. 

Franchise tax reports due. 

Income tax information returns due. 
Insurance company premiums tax reports due. 


March 5—— 


Non-intoxicating beer permittee’s reports due. 





March 15—— 


Income tax returns due. 
Retail sales tax reports and payment due. 
Gasoline tax reports due. 


March 25—— 


Gasoline tax due. 


MONTANA 





Corporation reports due. 

Foreign corporation reports due. 

Income (corporation license) tax returns due. 
Insurance company premiums tax reports due. 
Sleeping car company reports due. 





Telegraph, telephone, electric power or trans- 
mission line, canal, ditch, and flume com- 
pany property returns due. 


March 15—— 


Brewers’ and liquor wholesalers’ tax reports 
and payment due. 

Electric company reports and taxes due. 

Gasoline tax reports and payment due. 

Income tax information returns due. 


March 20—— 
Producers, transporters, dealers, and refiners 


of crude petroleum—reports due. 


March 31—— 


Insurance company licenses expire. 
Mine returns due. 


NEBRASKA 


March 1—— 
Foreign (insurance) company tax payments 


due. 





Insurance company premiums tax reports due. 


March 15—— 


Alcoholic beverage manufacturers’ and whole- 
sale distributors’ reports due. 

Gasoline tax reports and payment due. 

Imitation butter reports and taxes due. 


NEVADA 


March 1—— 


Annual statement of foreign corporations due. 
Insurance company premiums tax reports due. 





pany reports due. 
Property tax (quarterly installment) due. 


March 1 


March 31 


March 31 


March 2 
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March 15—— 


Carriers’ gasoline tax reports due. 


March 25—— 


Dealers’ gasoline tax reports and payment due. 
Fuel users’ tax reports and payment due. 





NEW HAMPSHIRE 





Foreign insurance company premiums tax re- 
ports due. 
Gasoline tax due. 


March 10—— 


Manufacturers’ and wholesalers’ alcoholic bev- 
erage tax reports and payment due. 


March 15—— 


Gasoline tax reports due. 
Personal income tax returns due. 





Motor carriers’ registration and fees due. 
Motor vehicle registration and fees due. 


NEW JERSEY 


March 1—— 


Foreign insurance company (except life) re- 
ports due. 


Railroad and canal company reports due. 


March 10—— 


Excise tax reports and payment due from in- 
terstate busses. 

Gross receipts tax reports and payment due 
from busses in municipalities. 


March 15—— 


Alcoholic beverage reports due. 


March 30—— 


Carriers’ gasoline tax reports due. 





Distributors’ gasoline reports and payment 
due. 
NEW MEXICO 
March 1—— 


Insurance company premiums tax reports and 
payment due. 


Last day to file property tax returns. 





Motor vehicle registration fees due. 


March 15—— 


Franchise tax reports due. 

Occupational gross income tax reports and 
payment due. 

Oil and gas conservation tax reports due. 

Severance tax reports and payment due. 


March 20—— 


Motor carriers’ reports and taxes due. 


March 25—— 


Gasoline tax reports and payment due. 


Use or compensating tax reports and payment 
due. 


NEW YORK 


March 1—— 


Insurance company reports due. 
Last day for transport and transmission com- 
pany’s primary tax reports and payment. 





Real estate, holding, and coéperative agricul- 
tural corporation franchise tax reports and 
taxes due. 


March 20—— 


Alcoholic beverage taxes and reports due. 








120 





March 25—— 

Additional public utility tax reports and pay- 
ment due. 

New York City conduit company taxes and re- 
ports due. 





























Yn 







New York City public utility excise tax re- 
turns and payment due. 
March 31—— 
Gasoline tax reports and payment due. 

























NORTH CAROLINA 
March 1 
Firemen’s Relief Fund tax reports due. 
March 10—— 
Carriers’ gasoline tax reports due. 
Railroad’s alcoholic beverage tax and reports 
due. 
March 15—— 
Gift tax reports and payment due. 
Income tax information returns due. 
Income tax returns and first installment of tax 
due. 
Information returns by corporations due for 
intangible tax purposes. 
Intangible personal property tax due. 
Sales and use tax reports and payment due. 
Spirituous liquor tax due. 
March 20—— 
Distributors’ 
ment due. 











































gasoline tax reports and pay- 




































NORTH DAKOTA 
March 1 
Express company reports due. 
Insurance company premiums tax reports and 
payment due. 
Semi-annual installments of real property tax 
and all personal property tax due. 
March 15—— 
Gasoline tax reports and payment due. 
Income tax information returns due. 
Income tax returns and first installment of tax 
due. 
Interstate motor carriers taxes due. 
Transactions tax reports and payment due on 
alcoholic beverages. 








































OHIO 





March 1 
First installment of foreign insurance company 

premiums tax due. 

Last day to make insurance company pre- 
miums tax reports. 

Utility (except motor transportation, sleeping 
car, freight line, and equipment corpora- 
tions) property tax returns due. 

March 10 
Admissions tax reports and payment due. 
Class ‘‘A’’ and ‘‘B’’ permittees’ alcoholic bev- 

erage reports due. 

March—Second Monday—— 

Bank share tax reports due. 

Last day for deposits reports from financial 
institutions. 

































































Reports due from dealers in intangibles. 
March 15—— 


Use tax on cigarettes and reports due. 
March 20—— , 
Dealers’ gasoline tax reports due. 








March 30—— 


March 


March 10 


March 20 


March 1 
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Carriers’ gasoline tax reports due. 


March 31—— 


Annual statement of foreign corporations due. 
Gasoline tax due. 

Last day for filing franchise tax reports due. 
Last day to make property tax returns. 
Semi-annual installment of intangible and 
tangible personal property tax due. 


OKLAHOMA 


March 1—— 


Annual labor reports due. 

Express company reports due. 

Intangible personal property of railroads and 
public service corporations must be listed. 


Last day to list intangible personal property. | March 10—— 


Oil, gas and mineral gross production reports 
and payment due. 





Property tax returns and installment of tax 
due. 

—_— 

Operator’s reports of mines other than coal 
due. 





Airports’ gross receipts tax reports and pay- 
ment due. 
Alcoholic beverage reports and payment due. 


March 15—— 


Gasoline tax reports and payment due. 

Income tax returns and first installment of 
tax due. 

Sales tax reports and payment due. 





Coal mine operators’ reports due. 
Diesel fuel oil tax reports and payment due. 
Use tax reports and payment due. 


OREGON 





Insurance company premiums tax reports due. 


March 10—— 


Oil production tax reports and payment due. 


March 15—— 


Quarterly installment of property tax due. 


March 20—— 


Alcoholic beverage tax reports and payment 
due. 

Gasoline tax reports and payment due. 

Motor carriers’ reports and taxes due. 


PENNSYLVANIA 


March 10—— 


Importers of spirituous and vinous liquors— 
reports due. 
Malt beverage reports due. 





March 15—— 


Capital stock tax returns and payment due. 

Corporate loans tax returns and payment due. 

Corporation bonus reports and payment due. 

Employers’ returns of tax withheld at the 
source under the Philadelphia income tax 
due. 

Franchise tax reports and payment due. 

Insurance company premiums tax reports and 
payment due. 

Manufacturers’ alcoholic beverage tax reports 
and payment due. 

Philadelphia income tax returns and first in- 
stallment of tax due. 

March 31 
Gasoline tax reports and payment due. 
Motor vehicle registration fees due. 





March 31 


March 1 
Fire insurance company premiums tax reports 
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RHODE ISLAND 


March 1—— 


Corporate excess tax returns due. 
Franchise tax reports due. 
Public utility reports due. 


Manufacturers’ alcoholic beverage reports due. 


March 15—— 


Foreign insurance company premiums tax due, 
Gasoline tax reports and payment due. 





Motor vehicle registration fees due. 





SOUTH CAROLINA 





and payment due. 
Personal property tax returns due. 
March 10—— 


Admissions tax reports and payment due. 


Last day to file power tax returns and pay tay, 


Tobacco products tax reports due. 
March 15—— 

Income tax information returns due. 

Income tax returns and payment due. 
March 20—— 

Gasoline tax reports and payment due. 


SOUTH DAKOTA 
March 1—— 


Last day for insurance companies to file pre- 


miums tax reports and pay tax. 
Motor carriers of passengers—taxes due. 
March 15—— 
Alcoholic beverage sales reports due. 
Gasoline tax reports due. 
Sales and use tax reports and payment due. 
March 31—— 


Bank excise income tax returns and payment 


due. 
Income tax information returns due. 


Income tax returns and first installment of 


tax due. 


Last day for payment of private car line prop- 


erty taxes. 
Motor vehicle registration and fees due. 


TENNESSEE 

March 1 

Bank share tax delinquent. 

March 10 
Barrel tax on beer due. 

Carriers’ gasoline tax reports due. 








Last day to make alcoholic beverage reports. 


March 15—— 


Stocks and bonds income tax returns and pay" 


ment due. 


TEXAS 
March 1—— 


Insurance company premiums tax reports ani 


payment due. 
Public utility intangibles tax reports due. 
March 15—— 
Oleomargarine reports and tax due. 
March 20—— 
Gasoline tax reports and payment due. 
March 25—— 


Carbon block production tax reports and pa\” 


ment due. 





Natural gas production tax reports and Pp! 
ment due. 
Oil production tax reports and payment due. 


Prizes and awards of theatres tax reports 4" 


payment due. 
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mae—— 
carriers’ gasoline tax reports due. 
Liquor licensees’ reports due. 




























Mareh 15—— 
Distributors’ and retailers’ 
ports and payments due. 
Excise (income) tax returns and first install- 

ment of tax due. 
Individual income tax returns and payment 
due. 
Sales and use tax returns and payment due. 
March 31—— 
Insurance company premiums tax due. 











gasoline tax re- 






VERMONT 







March 1—— 

Annual corporation reports due. 

Corporation license tax reports and payment 
due, 

March 10—— 

Alcoholic beverage taxes and reports due. 

Mareh 15-—— 

Electric light and power company reports and 
taxes due. 


Individual income tax returns and first install- 
ment of tax due. 


March 31—— . 
Gasoline tax reports and payment due. 




















VIRGINIA 






March 1 
Annual registration fees due. 
Certified motor carriers’ property tax returns 
due. 
Franchise tax due. 
Insurance company premiums tax returns due. 
March 10 


Beer dealers’, bottlers’ and manufacturers’ re- 
ports due. 


March 20 
Gasoline tax reports and payment due. 






































WASHINGTON 
March 1—— 
Insurance gross premiums taxes due. 
March 10 
Brewers and manufacturers of malt products 
—reports due. 
March 15—— 
Admissions tax reports and payment due. 
Butter substitutes reports and payments due. 
Gasoline tax reports and payment due. 
Gross income tax returns and payment due. 
Public utility gross operating tax reports and 
Payment due. 
Public utility property tax returns due. 


































Sales and use tax reports and payment due. 






WEST VIRGINIA 





March {1—_ 


Insurance company premiums tax reports and 
payment due. 





March 1 
Beer tax reports due. 
Electric codperative associations’ tax reports 


March 20—— 


March 1— 


March 10—— 


March 15—— 


March 20—— 


March 30 





STATE AND FEDERAL TAX CALENDARS 


UTAH March 10—— 
Yarch 1—— Alcoholic beverage tax reports and payment 
“Insurance company premiums tax reports due. due. 
March 15—— 


Sales tax reports and payment due. 
March 30—— 
Gasoline tax reports and payment due. 


WISCONSIN 





and payment due. 


Insurance company premiums tax reports and 


payment due. 
















Telephone company gross receipts tax reports 
and payment due. 


March 10—— 


Alcoholic beverage tax reports due. 
Tobacco products tax returns due. 


March 15—— 


Income tax information returns due. 

Income tax returns and first installment of 
tax due. 

Railroad, telegraph, sleeping car, and express 
company property tax reports due. 


Gasoline and diesel fuel tax reports and pay- 
ment due. 
WYOMING 


Last day to file insurance company premiums 
tax reports. 

Mileage statement of railroads and car com- 
panies due. 

Public utility reports due. 


Carriers’ gasoline tax reports due. 


Gasoline tax reports and payment due. 
Sales and use tax reports and payment due. 


Motor carriers’ tax reports and payment due. 





Last day to pay insurance company premiums 
tax. 








FEDERAL 


March 15—— 


Corporation income tax and excess profits tax 
return due for year ended December 31. 
Form 1120. 

Entire income-excess profits tax or first quar- 
terly installment due on returns for year 
ended December 31. Forms 1040, 1041, 1120, 
1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general exten- 
sion (citizens abroad, etc.) for fiscal year 
ended September 30, with interest at 6% 
from December 15 on first installment. 
Form 1040 or 1120. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended September 30. Forms 1040, 
1120NB. 

Fiduciary income tax return due for 
ended December 31. Form 1041. 

Foreign partnership return of income due by 
general extension for fiscal year ended Sep- 
tember 30. Form 1065. 


year 
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Individual income tax return due by general 
extension for fiscal year ended September 
30, in case of American citizens abroad. 
Form 1040. 

Individual income tax return due for 
ended December 31. Form 1040. 


year 


Last day for filing annual returns of tax to be 
paid at source except as to Canadian with- 
holding agents. 

Last day to file gift tax return and pay tax 
if gift of more than $5,000 was made between 
Jan. 1 and Dec. 31, 1939 to any one person. 

Last quarterly income tax payment due on 
returns of nonresidents for year ended De- 


cember 31, 1938. Forms 1040B, 1040NB, 
1040NB-a, 1120NB. 

Life insurance company income tax return 
due for year ended December 31. Form 
1120L. 


Monthly information return of stockholders 
and directors of foreign personal holding 
companies due for February. Form 957. 

Nonresident alien individual income tax re- 
turn due for fiscal year ended September 30. 
Form 1040B. 

Nonresident alien individual income tax re- 
turn due (no U. S. business or office) for 
fiscal year ended September 30. Form 
1040NB. 

Nonresident foreign corporation income tax 
return due for fiscal year ended September 
30. Form 1120NB. 

Partnership return of income due for year 
ended December 31. Form 1065. 

Personal holding company returns due for 
year ended December 31. Form 1120H. 

Resident foreign corporations and domestic 
corporations with business and books abroad 
or principal income from U. S. possessions 
—returns due for fiscal year ended Septem- 
ber 30 by general extension. Form 1120. 

Second quarterly income-excess profits tax pay- 
ment due for fiscal year ended September 30. 
Forms 1040, 1041, 1120, 1120H, 1120L. 

Second quarterly income tax payment due on 
returns of nonresidents for year ended June 
30, 1939. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp account 
due for February. Form 838. 

Third quarterly income-excess profits tax pay- 
ment due for year ended June 30, 1939. 
Forms 1040, 1041, 1120, 1120H, 1120L. 

March 20—— 

Monthly information return of ownership cer- 
tificates and income tax to be paid at source 
on bonds due for February. Form 1012. 

March 31 
Admissions, dues and safety deposit box rent- 
als tax due for February. Form 729. 
Excise tax on electric energy, telegraph and 
telephone facilities and transportation of oil 
by pipe line due for February. Form 727. 
Excise tax on lubricating oils, fancy wooden 
matches, and gasoline due for February. 
Form 726. 








Excise taxes on sales due for February. Form 
728. 

Processing tax on oils due for February. 
Form 932. 


Sugar (manufactured) tax due for February. 
Form 1 (Sugar). 




































































































































































































































































































































INTERPRETATIONS 


COURT BOARD 


U. S. Supreme Court 


Business Expense — Conserving Estate. — Taxpayer main- 
tained two offices and hired several employees in connection 
with management of his investments. Included in his invest- 
ments were substantial holdings in the du Pont Company. 
To insure good management of the du Pont Company affairs 
he offered to sell to members of its executive committee 
shares of the corporation’s stock. In order to make delivery, 
taxpayer borrowed some du Pont stock. Later he borrowed 
from another corporation to repay the first lender. The 
conditions of the second loan were that taxpayer would pay 
the second lender the equivalent of all dividends declared on 
the borrowed stock and reimburse the lender for state and 
federal taxes paid by it. It is held that such expenditures 
were not deductible as business expenses because they 
“proximately result not from the taxpayer’s business but 
from the business of the du Pont Company * * * to increase 
the efficiency of its management by selling its stock to cer- 
tain of its key executives.” Moreover, the payments were not 
“ordinary” even if it be conceded that they were ‘“‘necessary.” 
Two dissents. 

Reversing decision of Circuit Court of Appeals for the 
Third Circuit, 39-1 ustc § 9426, which remanded District 
Court decision, 38-1 ustc 79128, 103 Fed. (2d) 257.—U. S. 
Supreme Court, in Pearl E. Deputy, Admrx., and the Sussex 
Trust Co., Admr., Estate of Willard P. Deputy, Deceased, Late 


Collector of Internal Revenue v. Pierre S. du Pont. No. 151, 
October Term, 1939. 


Capital Stock Tax—Right to File Timely Amended Return. 
—The value declared in an original capital stock tax return 
filed under Sec. 215 of the NIRA may be amended by means 


of an amended return filed within the time fixed for filing 
the return. 


Reversing Circuit Court of Appeals for the Fifth Circuit, 
394 CCH 99523, 104 Fed. (2d) 24, which affirmed 38 BTA 
141, CCH Dec. 10,095.—U. S. Supreme Court, in Haggar Co. 


v. Guy T. Helvering, Commissioner of Internal Revenue. No. 
176, October Term, 1939. 


Obsolescence.—Where taxpayer in 1928 abandoned a title 
insurance plant which it had previously acquired in a con- 
solidation or merger, such abandonment did not give rise 
to a deduction for obsolescence. Since the refund claim was 
based entirely on obsolescence the Court does not decide 
whether taxpayer might be entitled to deduction for a loss 
on account of abandonment. 


Affirming Circuit Court of Appeals for the Third Circuit, 
39-1 ustc § 9383, 102 Fed. (2d) 582, which reversed District 
Court decision, 37-2 ustc J 9357.—U. S. Supreme Court, in Real 
Estate-Land Title and Trust Co. v. United States. No. 229, 
October Term, 1939. 
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DEPARTMENTAL 





Reorganization under 1928 Act.—A tax-free reorganiza- 


tion did not occur under Sec. 112(i), 1928 Act, where Cor- 
poration I transferred all its assets to Corporation W, receiving 
cash and bonds of W, after which I distributed the cash 
and bonds to its stockholders and dissolved. Where consid- 
eration is wholly in the transferees’ bonds or part cash and 
part such bonds, the transferor does not retain any proprie- 
tary interest in the enterprise—a requisite under the statute. 
The term of the bonds is immaterial. The fact that the bonds 
were secured solely by the transferred assets and that, upon 
default, the bondholder would retake only the property sold 
does not give such bondholder the requisite proprietary stake 
in the enterprise within the purview of the statute. Both the 
gains to the I Corporation and to the stockholders were tax- 
able, but since the Commissioner did not seek certiorari the 
Court cannot grant him any relief against that part of the 
lower court decision which held the gain to the corporation 
not taxable. 

Affirming Circuit Court of Appeals for the Fifth Circuit, 
39-1 ustc § 9442, 103 Fed. (2d) 20, which reversed District 
Court decision.—U. S. Supreme Court, in V. L. LeTulle v. 
Frank Scofield, Collector of Internal Revenue, First District of 
Texas. No. 63, October Term, 1939, 

* © ¢ 


Where Associated Gas & Electric Corporation acquired 
substantially all the outstanding stock of Barstow Securities 
Corporation of Delaware and of W. S. Barstow & Co. of 
Delaware in exchange for cash and Associated’s long-term 
evidences of indebtedness (debentures, bonds, and investment 
certificates), there was no tax-free reorganization within the 
meaning of Sec. 112(i1)(1) of the 1928 Act. 

Reversing, on this issue, decision of Circuit Court of Appeals 
for the Second Circuit, 394 CCH { 9651, 106 Fed. (2d) 55, 
which affirmed Board of Tax Appeals decision, 36 BTA 21, 
CCH Dec. 9667.—U. S. Supreme Court, in Guy. T. Helvering, 
Commissioner of Internal Revenue v. Lucien Tyng; Guy T. 
Helvering, Commissioner of Internal Revenue v. William Buchs- 


baum. Nos. 537 and 538, October Term, 1939. 


Stock Sale—To Whom Taxable.—The taxpayer purchased 
stock from one Lay at a cost of $100,000 in 1926. In 1931 he 
sold the stock to the John Griffiths Investment Trust for 
$7,500, later in the same year repurchasing it for $7,000, and 
still later in the same year selling it again to the trust for 
$7,000. In his 1931 return he claimed a loss of $92,500 on 
the sale. The Commissioner allowed the deduction. In 1932, 
taxpayer received information which led him to believe that 
Lay had defrauded him in 1926. Taxpayer’s attorney, after 
investigation, advised him that a settlement would be made 
whereby Lay would repurchase the stock, in exchange for 
which he was to receive a release of the cause of action. In 
order that taxpayer might have both the ownership of the 
stock and the cause of action, he again bought back the stock 
from the trust in 1933, paying $8,000. While negotiations for 
the settlement were pending, taxpayer was advised that he 
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could minimize the income taxes which would result, by 
forming a corporation and selling the cause of action to it on 
the installment basis. He organized such a corporation and 
bought all its capital stock for cash. Then he sold to the cor- 
poration the stock and the cause of action against Lay. The 
selling price was $85,000 payable $2,125 a year. The corporation 
authorized the sale of the stock to Lay and authorized taxpayer 
to consummate the transaction either in his own name or that 
of the corporation. It was done in the petitioner’s name. The 
Commissioner held that the gain was taxable to the taxpayer 
inasmuch as he had been allowed a deduction for loss attribut- 
able to the stock purchased from Lay and had recouped that loss 
through settlement with Lay. The Board reversed. The 
Seventh Circuit reversed the Board and held that the gain 
was taxable to the taxpayer, the new corporation not being 
organized for a business purpose but “merely as a step in the 
contrivance to escape taxation.” The Supreme Court affirms. 
“Taxes cannot be escaped by anticipatory arrangements and 
contracts however skilfully devised by which the fruits are 
attributed to a different tree from that on which they grew.” 

Affirming Seventh Circuit decision, 39-1 ustc 9331, 103 
Fed. (2d) 110, which reversed Board of Tax Appeals decision, 
37 BTA 314, CCH Dec. 9949—U. S. Supreme Court, in 
George W. Griffiths v. Guy T. Helvering, Commissioner of 
Internal Revenue. No. 49, October Term, 1939, 


Stock Sale to Controlled Corporation—Loss—Deductibility. 

—Loss on sale of stock in 1932 by the taxpayer to a corpora- 
tion of which he was the sole stockholder was not deductible. 
“There is not enough of substance in such a sale finally to 
determine a loss.” Two dissents. 
_ Reversing decision by the Circuit Court of Appeals for the 
Second Circuit, 39-1 ustc 9 9352, 102 Fed. (2d) 456.—U. S. 
Supreme Court, in Joseph T. Higgins, Collector of Internal 
Revenue, Third Dist. of New York v. John Thomas Smith. 
No. 146, October Term, 1939, 


Appellate and Lower Courts 


AAA Processing Taxes—Claim for Refund.—Petitioner 
was not a processor, but its baking activities required many 
purchases of flour, corn, and hog products, and sugar from 
various processors. According to the purchase contracts the 
wheat, corn, hog, and sugar beet processing taxes were in- 
cluded in the price paid for the processed products. It is 
held that the plaintiff, not having paid the taxes to the Gov- 
—-. may not recover such taxes under Sec. 902 of the 

36 Act. 

Affirming Processing Tax Board of Review decision re- 
ported at_ 391 CCH { 0698.—U. S. Circuit Court of Appeals, 
Seventh Circuit, in Oswald Jaeger Baking Co. v. Commissioner 
of Internal Revenue. No. 6836, October Term and Session, 1939. 


Attorney’s Fees Paid by Guardian for Minor—Deducti- 
bility—An item of $10,000 paid in 1933 by the guardian of 
the property of an infant on account of legal services ren- 
dered to the guardian over a period of years by a law firm 
ot which the guardian was a member was for personal services 
and was not deductible as a business expense. The deductions 
available to an infant taxpayer under guardianship are the 
same as those allowed an adult, but the ward in this case was 
not engaged in carrying on a trade or business either per- 
sonally or through the guardian. 

Affirming Board of Tax Appeals decision, 39 BTA 43 
CCH Dec. 10,550, reported at 401 CCH § 146.437.—U. S. Cir- 
cuit Court of Appeals, Second Circuit, in Gloria Laura Morgan 
Vanderbilt, Thomas J. Gilchrist, as General Guardian v. Guy T. 

ring, Commissioner of Internal Revenue. : 


Automobile Parts—Excise Tax.—Plaintiff is taxable on 
that part of its sales of automobile connecting rods which 
represented used or worn-out connecting rods which were 
tebabbitted by plaintiff. ‘“* * * the mechanical operations 
and the processes of combining old with new material re- 
quired to make a saleable connecting rod do not differ sub- 
stantially from those required to produce a saleable connect- 
ing rod from a fresh forging, and the taxpayer concedes that 
this process is manufacturing or producing within the rev- 
enue act.” 

Affirming District Court decision, 39-1 ustc J 9219, reported 
at 403 CCH {[ 2614.178—U. S. Circuit Court of Appeals, 
Seventh Circuit, in Clawson & Bals, Inc. v. Carter H. Harrison, 
Collector of Internal Revenue, First Dist. of Illinois. No. 6939, 
October Term and Session, 1939. 


INTERPRETATIONS—COURT 123 


Bad Debt Deduction—Ascertainment of Worthlessness.— 
In 1926, one Radley purchased 200 shares of corporate stock 
with money advanced by a partnership of which plaintiff 
was a member. In 1927, plaintiff entered into an agreement 
with Radley agreeing to carry the stock for a term not to 
exceed five years from the date of purchase, Radley agreeing 
to pay annually the difference in interest of the amount of 
the cash dividends received on said stock, and at the end 
of five years if the stock had not been sold it was to be taken 
over by plaintiff, or it might be sold and the loss was to be 
paid by Radley. By March, 1932, the partnership had sold 
certain shares, Radley’s account having been credited with 
sales proceeds together with cash dividends. There then re- 
mained outstanding a balance of $30,055.96, of which $11,209.35 
represented accrued interest. This balance was charged on 
the books of the partnership to the plaintiff. Interest on the 
loan was charged annually in the partnership books, and the 
dividends and the stock sale proceeds were credited annually. 
In August, 1933, Radley was thrown into bankruptcy by 
creditors other than the plaintiff. It is held that plaintiff 
was entitled to deduct in 1933 the amount of the face of the 
debt. The Government’s contention that the charge-off should 
have been made in 1932 is held to be without merit because 
in that year there was reason to believe that the debt would 
be paid. As to inclusion of interest in the deduction, this is 
held proper because the loan was carried by the partnership 
(having been guaranteed by the plaintiff), and the partner- 
ship charged the interest annually, credited the dividends and 
sale price to Radley, and the partnership reported annually 
the interest as income.—U. S. District Court, Western Dist. 
of New York, in G. Sherwin Haxton v. United States. Civil 
No. 140. 


Bad Debt or Capital Loss—Certificates of Indebtedness.— 
In 1927, the American Refining Co., Inc., the American Re- 
fining Co., a partnership, and the individual partners of the 
latter became seriously involved. To salvage what was possi- 
ble, a Creditors’ Committee was formed, under a declaration 
of trust, which took over all the assets of the three groups, 
with a view to liquidating them and paying indebtedness. 
Secured creditors were given Class-A certificates which con- 
tinued their liens in force; unsecured creditors were given 
Class-B certificates, payable out of assets. During 1929 to 
1931, appellees purchased for cash, at a cost of $185,333.05, 
Class-B certificates of the face value of $420,604.22. In 1935, 
appellees received final settlement on their certificates in the 
amount of $32,283.00 and deducted the difference between that 
amount and the cost, $185,333.05, as a bad debt. The court 
affirms the lower court in sustaining the deduction, holding 
without merit the Government’s contention that the appellees, 
as holders of the certificates, were stock owners of the cor- 
poration, and that amounts received on the certificates were 
distributions in liquidation and therefore a capital loss limited 
by Sec. 117 of the 1934 Act to $2,000 for each appellee. 


Affirming District Court decision—U. S. Circuit Court of 
Appeals, Fifth Circuit, in 1”. A. Thomas, Collector of Internal 
Revenue, Second Collection Dist. of Texas. v. J. J. Perkins and 
Wife, Lois Perkins. No. 9206. 


Capital Stock Tax—Doing Business.—A trust which owned 
real estate, leased it, issued bonds to retire an existing mort- 
gage on the property, acquired stock in the lessee when the 
latter was in arrears in rent, and through stock ownership 
operated the property, made investments and made expendi- 
tures for legal and technical reports, was doing business and 
subject to capital stock tax for the years ended June 30, 1936 
and 1937.—U. S. District Court, Dist. of Massachusetts, in 
Edmund D. Codman and Robert H. Gardiner, Trustees of the 
National Dock Trust v. United States. Law No. 7290. 


Capital Stock Tax—Trust or Association.—A trust organ- 
ized to hold title to a piece of real estate and lease and 
manage the same was an association and subject to capital 
stock tax for the fiscal years ended June 30, 1933 to June 30, 
1937. The indenture provided for transferable certificates, 
continuity, and centralized control in the trustees and there- 
fore the organization had the characteristics of a corporation. 
It also purchased substantial amounts of securities for profit. 

The foregoing activities of the trust constituted doing 
business and rendered it subject to capital stock tax.—uU. S. 
District Court, Dist. of Massachusetts, in Edmund D. Codman, 
Sole Surviving Trustee, The Codman Trust v. United States. 
Law No. 7289. 
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Dividend Tax under NIRA.—A resolution, adopted on 
April 15, 1933 (before enactment of the NIRA) declaring 
a dividend at specified rates, ‘with authority for the president 
to make a reduction in the rate if in his discretion it is deemed 
advisable” was not a fully declared dividend and there was 
no definite and irrevocable debt, ascertainable as of the 
effective date of the NIRA (June 16, 1933). Therefore, the 
dividend, paid after that date, was subject to the 5 per cent 
tax imposed by Sec. 213 of that Act. 


Reversing District Court decision, 39-1 ustc § 9409.—U. S. 
Circuit Court of Appeals, Ninth Circuit, in United States v. 
Bennett Baldy, Liquidating Trustee, Baldy Finance Company. 
No. 9241. 


Estate Tax—Gross Estate—Proceeds of Life Insurance.— 
The decedent, who died on May 26, 1933, had taken out six 
policies of insurance on his life in which he had certain life 


benefits and in which his wife was the named beneficiary 
although petitioner had the right to change the beneficiary. 


On July 20, 1930, the decedent made a written assignment 
of the policies to his wife, establishing a change of bene- 
ficiaries and making his wife, and upon her death his son, 
the life owner and after which until his death, the decedent 
did not possess any legal incidents of ownership of such 
policies. In an opinion reported at 39-2 usrc {] 9526, 27 Fed. 
Supp. 617 (see 17 Taxes 512 (Sept. 1939)), it was held that 
since, so far as appeared from the record, the decedent con- 
tinued until his death to pay the premiums on the policies, 
the proceeds thereof in excess of $40,000 were part of his 
vross estate pursuant to Sec. 302 of the 1926 Act, providing 
that gross estate shall include “the excess over $40,000 of the 
amount receivable by all other beneficiaries as insurance 
under policies taken out by the decedent upon his own life.” 

Subsequently, in connection with a motion for a new trial, 
the parties were permitted to submit additional evidence as 
to who paid the premiums on the policies after the assign- 
ment. Such evidence having established that the premiums 
were paid by the beneficiary, the Court modifies its original 
opinion so as to hold that plaintiffs are entitled to recover 
the tax and interest of $11,179.98 paid as a result of the 
inclusion in the estate by the Commissioner of the 
proceeds of the policies in excess of the exemption of $40,000. 
The instant opinion states that “The former opinion is modi- 
hed only to the extent that it may be regarded as holding 
that sections 302 [of the 1926 Act] and 401 [of the 1932 Act] 
require the inclusion in the gross estate of insurance proceeds 
under policies unconditionally assigned where the premiums 
are subsequently paid by the beneficiary or the person to 
whom assigned from his or her own funds.” 

Modifying original opinion, 39-2 uste § 9526, 
617.—U. S. Court of Claims, in Bertha 
Bailey, Jr., Exrs., Estate of Walter C. 
United States. No. 43505. 


gross 


27 Fed. 
M. Bailey 
Bailey, 


Supp. 
and W. C. 
Deceased, v. 


Estate Tax—Irrevocable Trust—Power to Draw on Corpus. 

—Decedent, in 1926, created a trust reserving the income for 
life and the “right to draw for her own use and benefit from 
principal of the trust fund such sum or sums as shall be 
approved by” the trustee. Certain provisions of the trust 
agreement declared it irrevocable. The income was more than 
sufficient to answer her needs. It is held that her right of 
invasion did not constitute reservation of control in conjunc- 
tion with any other person such as would require the 
inclusion of the corpus in decedent’s estate under Sec. 302(d), 
1926 Act. It is held not to be such a power because of the 
trust provision declaring that it was irrevocable, the belief 
of the trustee and decedent that the trust was irrevocable, 
the fact that the income was sufficient to obviate any demands 
for a portion of the corpus, and the fact that decedent 
contemplated invasion only in case the income should be 
reduced to a point where it was insufficient to answer her 
needs or in case of emergency. The belief in irrevocability 
is strengthened by the fact that she did not think she could 
divert a nephew’s remainder interest to someone else upon 
his death.—U. S. District Court, Dist. of Connecticut, in 
Varjorie Moore, Exrx., Will of Elizabeth Norton, Deceased, v. 
Thomas S. Smith, Collector of Internal Revenue, Dist. of Con- 
necticut. No. 4064 Law. 


Excise Tax on Toilet Preparations.—The taxpayer was tax- 
able on its sales of 10 and 12 Volume Hydrogen Peroxide 
under Sec. 603 of the 1932 Act. The trial court found that 
these preparations were cosmetics, hair dyes, and toilet prepa- 
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rations within the meaning of Sec. 
ingly. The instant court holds 
supported by the evidence. 
Affirming District Court decision, 
Circuit Court of Appeals, Eighth Circuit, in The Peroxide 
Chemical Co. v. Thomas J. Sheehan, Collector of Internal 
Revenue, First Dist. of Missouri. No. 11,462, November Term, 
1939. 


603, and taxable accord- 
that these findings were 


38-2 ustc J 9488.—U. S. 


Expired Tax on Checks.— Plaintiff, a naval stores company, 
was not a “bank, banker or trust company” within the mean- 
ing of Sec. 751 of the Revenue Act of 1932 and so was not 
liable for the collection and payment of a tax of 2 cents on 
each order for the payment of money drawn on it. Article 
35 of Regulations 42 goes beyond the statute in defining 
“bank, banker or trust company.” The failure of the plaintiff 
to collect the tax was not “willful” inasmuch as it did not 
believe that it came under the taxing statute. In no event 
is the plaintiff liable for $489.76 (of the amount of $631.14) 
claimed as tax and penalty because this amount was not on 
deposit with the plaintiff at the time of the alleged drafts. — 
U. S. District Court, Southern Dist. of Georgia, Savannah Divi- 
sion, in Carson Naval Stores Company v. United States. No. 
2457 Law. 


Floor Stocks—Refund under Sec. 602(a), 1936 Act.—Up- 
holding Sec. 602(i), 1936 Act, which prohibits any court from 
reviewing the Commissioner’s decision on a claim for refund 
with respect to floor stocks as of January 6, 1936, as provided 
in Sec. 602(a) of that Act, the court holds that it has no 
jurisdiction to consider plaintiff’s claim for such refund. The 
Tucker Act (Sec. 41, Title 26 U. S. C.) does not confer juris- 
diction as that statute is general and must give way to special 


statutes —U. S. District Court, Western Dist. of Louisiana, 
Monroe Division, i in Seligman’s, Inc. v. United States. No, 123 
Civil Action, 


Gift Tax—$5,000 Exclusions—Future and Reserved In- 
terests.— Petitioner in 1934 created a trust and transferred to 
it certain property, retaining a life interest in 40 percent of 
the net income of the trust, 50 percent to be paid to her four 
children in equal amounts, and 10 percent to be retained by 
the trustees in a reserve fund from which the trustees in their 
absolute discretion could also make payments to the peti- 
tioner. It is held that the petitioner made four gifts and is 
entitled to four $5,000 exclusions. The fact that under the 
trust instrument the trustees were not required to pay to 
three of the children their proportion of the income but 
might accumulate for their benefit, or as to two of the 
children, pay it to them, their wives, or their children, does 
not make such gifts of future interests, the enjoyment, al- 
though conditional, commencing at once and not at some 
future date. As to the reserve fund, it is held that petitioner 


had retained no interest affecting her gift tax liability. 
Whether she would ever receive any of this reserve fund 
depended entirely upon the trustees, over whose acts she 
reserved no control. The fact that they used some of it 
for her benefit is held to be immaterial. Dissenting opinion 
filed. 

Affirming, as to retention of only 40 percent of trust in- 
terest, but reversing as to $5,000 exclusions, Board of ‘Tax 


Appeals decision, 37 BTA 308, CCH Dec. 9948, reported at 
393 CCH § 3964.01 and 3994.03.—U. S. Circuit Court of Ap- 


peals, Eighth Circuit, in Katherine S. Rheinstrom (Katherine 
Stewart Clifford) v. Commissioner of Internal Revenue. 
No. 11,265, May Term, 1939. 


Gift Tax—Transfer by Minor—Effect of Right to Disaffirm. 
—Where a transfer in trust was made by a minor prior to the 
effective date of the gift tax, and she did not reach her 
majority until thereafter, it is held that inasmuch as her legal 
right to avoid the transfer did not cease until after tlie 
incidence of the gift tax, the transfer was taxable. The 
“change of legal rights and * * * shifting of economic 
benefits” (Burnet v. Guggenheim, 288 U. S. 280, 3 ustc ¥ 1043) 
which is taxable under Sec. 501(a) of the 1932 Act occurred 


with the extinguishment or termination of the legal power 


to renounce the transfer. 
3oard of 


10,463, 


Reversing 


Tax Appeals decision 38 BTA 871, 
CCH Bec. 


reported at 403 CCH § 3935.22—U. 5S 
Third Circuit, in Commissioner of 


Dorothy A. Allen. No. 7050, 


Circuit Court of Appeals, 
Internal Revenue vw. 
Term, 


1939. 


October 
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Gift Tax—Valuation of Insurance Policies—During the 
taxable year 1934, the taxpayer made gifts of three single 
premium life insurance policies to her children. She paid to 
the insurance companies $313,419 for the policies, which had 
a cash surrender value of $289,324 and a face value of 
$350,000. It is held that the cash surrender values of the 
policies at the time of the gifts represented their values for 
ott tax purposes. 

Affirming Board of Tax Appeals decision, 37 BTA 1013, 
CCH Dec. 10,048, reported at 393 CCH J 3996.04.—U. S. Cir- 
cuit Court of Appeals, Third Circuit, in Commissioner of 
Internal Revenue v. Mary H. Haines. No. 6912, March Term, 
1939. 


Improper Accumulation of Surplus.—A family corporation 
organized to hold a purchase contract for stock, previously 
entered into by one of its stockholders, receiving dividends 
thereon and applying them toward payment under the con- 
tract, was a mere holding and investment company and was 
formed and availed of for the purpose of preventing the 
imposition of the surtax on the shareholders by permitting 
gains to accumulate instead of being distributed. It was sub- 
ject to the 50 per cent tax imposed by Sec. 104, 1932 Act. 
The court overrules taxpayer’s contention that there was no 
accumulation because the earnings were expended for pay- 
ments under the purchase contract.—U. S. District Court, 
Dist. of Minnesota, Fourth Division, in The Beim Company 


v. James R. Landy, Collector of Internal Revenue. Law No. 
4019. 


Joint Return—Limitation of Deduction for Capital Losses 
(1934).—Contrary to decisions of the First, Second, and 
Fourth Circuits, but following the dissenting opinion of Judge 
Learned Hand of the Second Circuit, the Third Circuit holds 
that ina joint return for 1934, the capital losses of one spouse 
who had no capital gains, are not limited to a deduction of 
$2,000, but may be applied against the gains of the other 
spouse. Art. 117-5, Reg. 86, is not a construction warranted 
by the words of the law section permitting the joint return. 

Reversing Board of Tax Appeals decision, 39 BTA 240, 
Dec. 10,580, reported at 402 CCH {§872.03.—U. S. Circuit 
Court of Appeals, Third Circuit, in [Valter C. Janney and 
Pauline F. M. Janney v. Commissioner of Internal Revenue. 
No. 7130, October Term, 1939. 


Lien of Tax—Defenses.—On motion of the United States 
to dismiss a petition of taxpayer to strike a lien for taxes 
for diversion of distilled spirits the court rules as follows: 
(1) It has no jurisdiction to cancel a tax lien. (2) The fact 
that an indtctment against taxpayer for violation of the Na- 
tional Prohibition Act was nolle prossed does not affect the 
validity of the lien. (3) The liability for tax was not affected 
by a discharge in bankruptcy. (4) The assessment was not 
a penalty.—U. S. District Court, Eastern Dist. of Pennsyl- 
vania, in United States v. Albert Henry. No. 29612. 


Liquidation of Subsidiary—Gain to Parent Corporation— 
Reorganization.— Taxable income resulted in 1929 to a parent 
corporation from liquidation in that year of a subsidiary 
in which the parent owned 9,950 of the subsidiary’s 10,000 
shares. The court overrules the parent’s contention that the 
separate entities of the two corporations should be disre- 
garded. It is immaterial that the gain would not have been 
taxable if consolidated returns had been filed, as such returns 
were not filed. 

The liquidation did not classify as a tax-free reorganization 
because there was no plan and because the property dis- 
tributed in liquidation was not exchanged for stock of another 
corporation as required by Sec. 112(b)(4), 1928 Act.—U. S. 
District Court, Eastern Dist. of Michigan, Southern Division, 
in Trenton Oil Co. (Formerly White Star Refining Co.) by 
Harry B. Earhart, Richard Earhart, Laurin R. Hunter and 
William V. Butler v. United States. No. 14,800. 

Loss—“Wash” Sale of Securities.—Respondent, who owned 
some securities which had declined in value, sold them at a 
loss in 1932, and made a gift of the proceeds of the sale to 
his sister. The sister used this money to purchase substan- 
tially identical securities a few days later and placed them 
in a trust previously formed, naming herself as beneficiary. 
lhe sale by respondent and the purchase by his sister both 
went through brokers, and each transaction was complete 
In itself. It is held that the loss sustained by respondent was 
connected with a bona fide transaction and was deductible, 


Johnston. 
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deduction not being precluded by the wash sales provisions 
of Sec. 118 of the 1932 Act. 

Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 9751-O.—U. S. Circuit Court of Appeals, Sixth 
Circuit, in Commissioner of Internal Revenue v. Albert S. 
No. 7994, 


Loss—Year Deductible—Guarantor’s Payment.—Taxpayer 
was a large stockholder in a bank which was merged with a 
second bank in 1929. In connection with the merger, tax- 
payer and others executed a guaranty agreement providing 
that if the second bank failed to realize a certain sum on 
assets turned over to it they would make up the deficiency 
in a limited amount. In 1931 taxpayer executed a promissory 
note in support of the guaranty. In 1932 he gave his note in 
payment of the 1931 note but made no cash payment. He 
was on a cash basis. It is held ‘that taxpayer sustained a 
loss in 1932. 

Reversing Board of Tax Appeals memorandum decision, 
reported as CCH Dec. 10,420-H.—U. S. Circuit Court of 
Appeals, Fourth Circuit. in Julian Price v. Commissioner of 


Internal Revenue. No. 4480. 


Loss on Sale of Mortgaged Properties—Capital or Ordi- 
nary.—In 1929, plaintiff Emma L. Street acquired real estate 
upon foreclosure of a second mortgage, the property being 
subject to a first mortgage which was not assumed by her. 
In 1935, the property was sold upon foreclosure of the first 
mortgage, and the entire investment of the said plaintiff was 
lost. In 1924, the same plaintiff acquired realty in the name 
of an agent who gave back a note and mortgage for part 
of the purchase price, the balance being paid in cash by the 
plaintiff. In 1935, the mortgage note was overdue, and plain- 
tiff, through her agent gave a mortgage deed to the property 
to obviate foreclosure, her entire investment being lost. It is 
held that both losses were ordinary losses, and not capital 
losses whose deduction was limited by Sec. 117 of the 
1934 Act. 

Loss sustained by said plaintiff in 1935 through the sale 
at tax sale of certain realty owned by her, which sale she 
neither authorized nor consented to, was an ordinary loss.— 
U. S. District Court, Dist. of Massachusetts in Gerald G. E. 
Street, et al. v. William M. Welch, Individually and as Former 
Collector of Internal Revenue. Law No. 7337. 


Loss on Stock Transaction—Sale or Gift—vTaxpayer did 
not sustain deductible losses in 1932 and 1933 as the result of 
sales of stocks in those years. He arranged to have them 
sold at auction and his son purchased them. Thereafter tax- 
payer gave his son checks for the amount expended by him 
in purchasing the stocks at auction. The court holds there 
was a gift of the stocks to the son and not an actual sale. 

Affirming District Court, 39-1 ustc § 9452.—U. S. Circuit 
Court of Appeals, First Circuit, in Mary C. Manning et al., 
Exrs. v. Peter M. Gagne, Collector. No. 3507, October Term, 
1939. 


Non-resident Aliens—Income from U. S. Sources.—A non- 
resident alien, a member of a foreign partnership doing busi- 
ness as a commodity broker abroad, was taxable on income 
resulting from execution of orders on domestic exchanges 
through American brokers by means of an American firm 
which was established by the foreign firm and in charge of 
its agent here. The income, consisting of half the commis- 
sions resulting from transactions through domestic brokers, 
was income from sources within the United States. 

Reversing Board of Tax Appeals decision, 38 BTA 541, 
CCH Dec. 10,423, reported at 393 CCH ¥ 7023.—U. S. Circuit 
Court of Appeals, Second Circuit. in Guy T. Helvering, Com- 
missioner of Internal Revenue v. Simon Boekman. 


Overpayment of Tax—Refund—Time Limitations.—P laintiff 
paid a tax of $52,481.97 for 1920 in four installments in 1921. 
Prior to June 15, 1926, it filed a waiver. On July 28, 1926, it 
paid an additional tax of $1,362.50. On March 25, 1929, it 
filed a claim for refund of an overassessment representing 
$1,362.50 paid in 1926 and $13,471.18 paid in 1921. It is held 
that under Sec. 284(¢) of the 1926 Act (providing for refund 
if claim is filed “within four years from the time the tax 
was paid’) plaintiff is entitled to refund of the entire amount 
of the overassessment. The words “the tax” in Sec. 284(¢) 
refer to the entire tax and not a portion thereof.—U. S. 
District Court, Middle Dist. of Pennsylvania, in The A. S. 
Kreider Co. v. United States. No. 2927, January Term, 1932. 
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Overpayment of Tax—Suit to Recover—Jurisdiction.—The 
District Court has jurisdiction of a suit to recover an over- 
payment of income taxes in an amount exceeding $10,000 
where the collector is out of office even though the Commis- 
sioner has issued a certificate of overassessment with respect 
to the taxes. Under Sec. 24(20) of the Judicial Code plaintiff 
could recover on the implied agreement contained in the 
certificate of overassessment or could sue to recover amounts 
paid as an illegal assessment. “The mere fact that the Gov- 
ernment admitted the overpayment did not change plaintiff's 
claim * * *, In other words, the Government cannot, by 
its action, change plaintiff's claim or make an election for it.” 
The Court holds that the suit was not based on the certificate 
of overassessment. 

Reversing and remanding District Court decision, 38-2 
ustc § 9533.—U. S. Circuit Court of Appeals, Seventh Circuit, 
in C. T. C. Investment Co. v. United States. No. 6790, October 
Term and Session, 1939. 


Overpayment of Tax—Timeliness of Recovery Suit—Re- 
fund Claim.—Recovery is denied in a suit to recover an 
overpayment of 1917 tax found by the Board. There was no 
compliance by the taxpayer with the provisions of Sec. 284(e) 
of the 1926 Act in that a timely claim for refund was not 
filed. A letter suggesting a change in computation of tax 
was not aclaim. Sec. 284(e) also prohibits recovery on the 
basis of an account stated. Carver v. U. S., 39-2 ustc J 9529 
followed.—Court of Claims of the United States, in Robert 
W. Morrell and Frank W. Morrell, Exrs., Estate of Joseph B. 
Morrell, Deceased v. United States. No. 42717. 


Percentage Depletion—Election—Taxpayer may not de- 
duct percentage depletion for 1934 on its gold mining prop- 
erty where election to claim such depletion was not made 
in its original return for 1934 as required by Sec. 114(b), 
1934 Act. It is immaterial that taxpayer had no knowledge 
of the requirement as to election or that it filed an amended 
return making such election after it learned of this provision. 

Affirming Board of Tax Appeals memorandum decision, 
reported as CCH Dec. 10,726-A.—U. S. Circuit Court of 
Appeals, Ninth Circuit, in J. E. Riley Investment Co. v. Com- 
missioner of Internal Revenue. No. 9234. 


Recovery of Tax—Suit—Statute of Limitations——The Com- 
missioner’s application of admitted overpayments of taxes 
for the taxable years to a deficiency in tax for an earlier year 
constituted a disallowance of the plaintiff’s claims for refund. 
The taxpayer was notified of this action by letter dated 
February 2, 1924. It follows that this suit is barred by Sec. 
3226 R. S. because brought more than two years after the 
above date.—U. S. District Court, Northern Dist. of Ohio, 
Eastern Division, in A. G. Reeves Steel Construction Co. v. 
Elisabeth Weiss, Exrx., Estate of Harry G. Weiss, Former 
Collector of Internal Revenue. No. 18946—Law. 


Recreation Club—Exemption.—It is held that appellant 
was exempt under Sec. 101(9) of the 1934 Act because organ- 
ized and operated exclusively for nonprofitable purposes, no 
part of its net earnings inuring to the benefit of any private 
shareholder. Exemption was not precluded because the cor- 
poration’s charter authorized the club to engage in the busi- 
ness of raising live stock for profit, such provision “having 
been brought about by the prosecution of the original pur- 
pose of the club [fishing and hunting club], and having been 
exercised to that end alone.” In 1934 and 1935 it granted, 
for compensation, grazing privileges on land which it had 
leased, as well as receiving rent for mineral leases. 

Reversing District Court decision, 39-1 ustc J 9296.—U. S. 
Circuit Court of Appeals, Fifth Circuit in Koon Kreek Klub v. 
W. A. Thomas, Collector of Internal Revenue; Koon Kreek 
Klub v. United States. No. 9187. 


Stamp Tax on Conveyances.—A deed to real estate given 
by a Massachusetts mortgagee to itself as purchaser at a 
foreclosure sale is taxable under Sec. 725 of the 1932 Act. 
Under Massachusetts law the premises are deemed to have 
been sold.—U. S. District Court, Dist. of Massachusetts, in 
Charlestown Five Cents Savings Bank v. Thomas W. White, 
Former Collector of Internal Revenue. Law No. 6971. 


Stock Acquired in Reorganization—Basis.—In 1926, Cor- 
poration A acquired all the assets of Corporation B in ex- 
change for shares of A’s common stock and the assumption 
of B’s liabilities. A’s stock, so received by B in exchange for 
its assets, was immediately distributed pro rata among B’s 
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stockholders, and B was dissolved. Petitioners, stockholders 
in B corporation, surrendered shares of B’s stock and received 
in exchange therefor shares of A’s stock, reporting the trans- 
action as a nontaxable exchange in 1926, to which the Com- 
missioner assented, and upon which year the statute of 
limitations has run. In the sales of A stock in 1930, profit 
was computed by determining the basis of cost to be the 
cost of the original B stock. Petitioners’ amended petition 
to the Board was filed in this instance to recompute the profit 
from the 1930 sale of A stock by determining the basis of cost 
to have been the fair market value of A stock at the time 
received in the exchange (which amount was greater than 
the cost of B). It is held that the transaction in 1926 was a 
reorganization embodying a nontaxable exchange and that 
the basis for A stock is the original cost of B stock, so 
exchanged. 

Affirming Board of Tax Appeals decision, 34 BTA 1215, 
CCH Dec. 9506. U.S. Circuit Court of Appeals, Sixth Circuit, 
in Charles T. Fisher and Sarah W. Fisher v. Commissioner of 
Internal Revenue. No. 7820. 


Board of Tax Appeals 


Acquisition of Assets by New Corporation—Tax Status.— 
(1) Petitioner was a corporation formed for the purpose of 
taking over and operating the assets of the X brewing com- 
pany, on terms settled prior to petitioner’s incorporation in 
an agreement made between its incorporators and X whereby 
X agreed to sell its assets for approximately $72,000 and to 
take as practically all of the initial payment either $50,000 in 
cash or 2,500 shares of Y company stock then owned by 
petitioner’s incorporators. After petitioner’s incorporation 
it became a purchaser of X’s assets, and its incorporators 
agreed to and did transfer to X the 2,500 shares of Y stock as 
the initial payment for such assets. Petitioner, thereupon, 
issued its no par value stock to its incorporators. It is held 
that petitioner realized no taxable income from this trans- 
action (fiscal year ended January 31, 1935). 


(2) The Board determines the basis for depreciation of the 
assets acquired from the brewing company, including inven- 
tory, by allocating a portion of the purchase price to the 
inventory acquired. For this purpose the inventory is valued 
at cost or market, whichever is lower. 


(3) Petitioner’s reserve for bad debts for its taxable year 
ended January 31, 1935, was not unreasonable. Sharp com- 
petition necessitated extension of credit to retail liquor dealers 
who in many cases were without financial reserves. The ratio 
of bad debts to accounts receivable was approximately the 
same as in the case of a neighboring competitor for the same 
period. 

Black and Mellott dissent, without written opinion, on the 
first point. Apex Brewing Co., Inc. v. Commissioner, Decision 
10,924 [CCH]; Docket 91977. 40 BTA —, No. 171. 


Bad Debts—Deduction Allowed.—In 1931, petitioner, in 
order to enable one Smith (a director) to pay off his note 
to a bank, executed its note to Smith which Smith endorsed 
to the bank in payment of his own note. In addition to other 
collateral, Smith pledged with petitioner the same collateral 
that had secured Smith’s notes, consisting principally otf 
petitioner’s capital stock. In the taxable year, 1934, Smith 
having no unpledged assets and no reasonably apparent ability 
otherwise to liquidate any of his debt, petitioner completed 
the payments on its note, liquidated the collateral pledged 
by Smith, applying the proceeds against Smith’s debt, and 
charged off the balance as worthless. It is held that petitioner 
is entitled to a deduction for the uncollectible balance of 
Smith’s obligation as a debt ascertained to be worthless 
and charged off in the taxable year—Kessler Oil & Gas Co. 
v. Commissioner, Decision 10,953 [CCH]; Docket 93041. 41 
BTA —, No. 6. 


Bad Debts Reserve—Excess in Year Account Closed.— The 
excess of a reserve for bad debts over the amount actually 
found to be unrecoverable is held to be income for 1936, 
the year in which the reserve was closed out and distributed, 
even though petitioner had several years previously changed 
from the reserve to the specific bad debt method, with 
respondent’s tacit approval, and even though all debts out- 
standing on the date of such change had been paid in full. 

Leech and Tyson dissent, without written opinion. Murdock 
dissents, with opinion to the effect that adjustment should 
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have been made in the year change was made from the 
reserve to the specific bad debt method. Arundell, Van Fossan, 
Black, and Turner agree with this dissent.—S. Rossin & Sons, 
Inc. v. Commissioner; Estate of Marco Fleishman, by Arthur 
I, Cohen and Michael Schaap, Exrs., (Transferee) v. Commis- 
om. — 10,942 [CCH]; Dockets 92942, 92943. 40 BTA 
= Ne 4 


Capital Loss—Retirement of Bonds—Debentures Settled in 
Receivership Proceedings.—W here the receivers of a corpora- 
tion, pursuant to a court order in the receivership proceed- 
ings, paid to the debenture holders who surrendered their 
debentures before a fixed time a nominal sum in full pay- 
ment and settlement of the debentures, there was a “retire- 
ment” of the debentures within the meaning of that word 
as used by Congress in section 117(f) of the Revenue Act of 
1934. The loss was therefore a capital loss —S. C. Thomson 
v. Commissioner, Decision 10,745 [CCH]; Docket 91308. 40 
BTA —, No. 15. 


Credits—Contracts Restricting Dividend Payments.—In 
1934 suit was brought against petitioner and its common 
stockholders (members of one family) by the owner of its 
preferred stock, alleging that the property and income of 
petitioner were being diverted and misapplied by its com- 
mon stockholders. In the same year a contract was executed 
by the preferred stockholder, the common stockholders, and 
petitioner in settlement of this suit, which provided for the 
periodic retirement of the preferred stock and further pro- 
vided that petitioner should declare no dividends on its com- 
mon stock until the preferred stock was retired as provided 
for in the contract. The preferred stock was retired as so 
provided, but at the end of the taxable year there was still 
outstanding $20,000 of such stock. It is held that petitioner 
was restricted from paying dividends by such contract and 
is entitled to credit as provided by section 26 (c) (1), Revenue 
Act of 1936, as to surtax on undistributed profits—Auto In- 
terurban Company v. Commissioner, Decision 10,762 [CCH]; 
Docket 94461. 40 BTA —, No. 32 


Estate Tax—Claims.—Deduction is denied as a claim against 
decedent’s estate for amounts due his wife at the time of his 
death and for the commuted value of payments of $5,000 a 
year to be made her for life under the terms of a contract 
with the decedent. In consideration of the contract the wife 
relinquished all claims against decedent for support and main- 
tenance and promised to relinquish her dower interest in 
decedent’s real estate. Since the evidence did not show the 
extent of the dower interest the Board is unable to determine 
to what extent such interest was consideration for the con- 
tract, and disallows the deduction on the ground that the 
claim was not based on a full and adequate consideration in 
money or money’s worth. Sec. 303(d), 1926 Act as amended 
by Sec. 804, 1932 Act is not unconstitutional when construed 
to apply to relinquishment of support and maintenance.— 
Estate of Arthur G. Meyer, Deceased, by Margaret W. Mever, 
Exrx. v. Commissioner, Decision 10,761-D [CCH]; Docket 
92318. Memorandum opinion. 


Estate Tax—Conditional Bequest—Claims against Estate. 
—(1) A bequest to a charitable corporation to be selected 
by testator’s sister and nephew under a provision of the 
will that, if such selection were not made within one year 
after probate, the charitable bequest should lapse and the 
amount become part of the residuary estate bequeathed to 
private individuals, is held not deductible as a bequest to a 
charitable or educational corporation under Sec. 303(a) of 
the 1926 Act. 

(2) Amounts paid by the estate to decedent’s nieces be- 
cause, in reliance upon decedent’s promise, they had refrained 
trom marriage until after they were 25, are held not deduct- 
ible, since the consideration was not in money or money’s 
worth, Sec. 303 (a) (1) (E), Revenue Act of 1926, as 
amended by Sec. 805, Revenue Act of 1932.—John Nicholas 
and Chemical Bank & Trust Co., Exrs., Last Will and Testament 
of Willard A. Lalor, Deceased, v. Commissioner, Decision 
10,912 [CCH]; Docket 92113. 40 BTA —, No. 159. 


Estate Tax—Insurance Receivable by Trustee of Inter 
Vivos Trust.—Decedent created an inter vivos trust, the corpus 
consisting of securities, and six policies of life insurance of a 
face value of $165,000, payable to the trustee. Decedent 
directed the trustee to pay all estate taxes from this trust, 
and taxes totalling $54,306 were paid from the trust. Decedent 
executed a will, appointing an executor. Decedent’s residuary 
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estate passed under the will. The executor was a limited 
beneficiary of the trust. The trust was liable to pay one type 
of claim against the estate. It is held that, in the absence 
of direction to pay estate taxes from property in the trust 
other than insurance, part of the insurance was for the benefit 
of the estate and is insurance receivable by the executor. 
The remainder of the insurance was receivable by a bene- 
ficiary other than the executor and the $40,000 exemption 
under section 302(g) of the 1926 Act is allowable in com- 
puting the amount of insurance includible in the gross estate. 
—Estate of Waldo Rohnert, Bank of American Trust & Sav- 
mgs Ass'n, Exr. v. Commissioner, Decision 10,949 [CCH]; 
Docket 87304. 40 BTA —, No. 194. 


Bureau of Internal Revenue 


Annuities.—Certain combined life insurance and annuity 
contracts, called “Life Annuity with Death Benefit” contracts, 
issued by the M Company are not life insurance or annuity 
contracts within the meaning of section 22(b)2 of the Revenue 
Act of 1938, but constitute contracts for the payment of 
interest or earnings on a certain fund. 


G. C. M. 6395 (C. B. VIII-1, 67 (1929) revoked.—G. C. M. 
21716, 1940-2-10138 (p. 13). 


Estate Tax—Optional Valuation Date.—The election to 
value property as of a date or dates subsequent to the dece- 
dent’s death, as provided in section 302(j) of the Revenue 
Act of 1926, as added by section 202(a) of the Revenue Act 
of 1935, must be exercised by the executor in a return on 
Form 706 filed within 15 months after the decedent’s death or 
prior to the expiration of any extension of time granted pur- 
suant to Regulations 80 (1937).—E. T. 14, 1940-3-10144 (p. 8). 


Foreign Taxes—Accrual.—The decision of the Board of 
Tax Appeals in Universal Winding Co. v. Commissioner (39 
BTA 962) should be applied with respect to the accrual of 
British taxes arising under the British Income Tax Law as 
changed by the Finance Act of 1926. The principles outlined 
in G. C. M. 10613 (C. B. XI-1, 173 (1932)) and in Columbian 
Carbon Co. v. Commissioner (25 BTA 456, acquiescence, C. B. 
XI-1, 2 (1932)) should be applied only with respect to British 
income taxes imposed under the British law before its change 
by the Finance Act of 1926. GC. M. 10613, modified. G. C. M. 
21788, 1940-2-10139 (p. 16). 


Ownership Certificates for Bond Interest.—Where interest- 
bearing promissory notes were issued by the M Company to 
holders of 10-year debenture bonds in exchange for interest 
coupons covering a 5-year period, the filing of ownership 
certificates will not be required until payments on the prin- 
cipal amounts of the notes are made, and the holders of notes 
will not be required to include the amounts thereof as income 
until such payments are received. Any interest paid on the 
promissory notes prior to payment of the principal of the 
notes should be reported as income for the year of receipt.— 
I. T. 3342, 1940-3-10141 (p. 2). 


Public Salary Tax Act of 1939—Status of Employees of 
Federal Land Banks.—Employees of federal land banks are 
employees of agencies or instrumentalities of the United 
States within the meaning of sections 207 and 208 of the 
Public Salary Tax Act of 1939 (Public, No. 32, Seventy-sixth 
Congress, first session, C. B. 1939-1 (Part 1), 428).—/. T. 3341, 
1940-1-10130° (p. 17). 


Emergency Taxes in New York City since 1933 
(Continued from page 101) 


any surplus in such reserves to be used only for debt 
retirement. 

d. Make no increase in real estate taxation, except to 
cover increased debt service or improvements. 

e. Reduce until Dec. 31, 1933, from 7 to 6%, the delin- 
quency penalty to encourage payment; to raise the 
penalty to 10% as from Jan. 1, 1934, to enforce 
payment. 

f. Move tax payment dates one month ahead to April 
and October, thereby decreasing volume of interim 
borrowings, and reducing interest burden. 


g. Authorize and issue $70,000,000 of serial 1 to 10 year 
relief bonds. 
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The state was to make the program binding by state 
legislation. 


The banks were to: 


a. Lend the city $18,000,000 for September pay-rolls, and 
$36,000,000 more for October and November. 


b. Refund into 3-year obligations $130,000,000 notes out- 
standing in their hands against taxes in arrears; to 
fund similar future notes, but not to exceed total 
volume of all kinds of $200,000,000, and to reduce in- 
terest on same to not less than 4 or more than 44%. 
Advance funds against future impounded taxes as 
they may be required on the revolving fund principle. 
Buy the $70,000,000 relief bonds. The savings-banks 
and insurance companies were to take $35,000,000, 
commercial banks $25,000,000, and others $10,000,000. 


Appendix C 


List of Proposed Financial Remedies, Including Those 
Adopted 


Fees for elevator inspection and filing of building plans. 

Tax on city employees’ salaries. 

Tax on transit or subway fares. 

Increased motor vehicle tax. 

Increased water tax. 

Use of sinking funds for unemployment relief. 

Tax on entertainers, music and dancing teachers, and musicians. 

Stock transfer tax. 

L icense taxes on hairdressers, cosmetologists, wardrobe con- 
cessionaires, soda and candy dispensers, motion-picture 
operators, candy manufacturers, cleaners and dyers and 
canvassers, 

Tax on dealers in kosher foods. 

Greater share of state revenues. 

Tax on parked autos, on all-night street parking and on park- 
ing autos in empty lots. 

Liquor tax. 

Tax on vaults under city sidewalks. 

City lottery. 

Increment tax. 

Tax on city employees living outside 

Tax on commercial bank deposits. 

Tax on printing done outside city. 

Tax of 25% of current realty rate on tax-exempt revenue- 
producing property. 

Tax on church property used for commercial purposes. 

Tax on persons who use their homes as dwellings and offices. 

Occupation tax. 


Luxury tax on cigarettes 
Tax on working wives. 
Occupancy tax. 

Income tax. 

3usiness tax. 

Public utilities tax. 
Taxes on hotels and bridge traffic. 

Poll tax. 

Tax on undivided earnings of savings banks. 
Tax on occupancy of business building space. 
Federal assumption of relief costs. 

Tax on “underimproved property.” 

Tax on radio stations, 

Lighter real estate taxes. 

Tax of 15% on federal income taxes. 

Tax on bookmakers, 


city limits. 


and cigars, tobacco and snuff. 


The Foreclosure of Tax Liens in Illinois 
(Continued from page 96) 

In Clark v. Zaleski, supra, it was also held that sec- 
tion 217 of the former Revenue Act ® with reference 
to the filing of an affidavit showing compliance with 
section 216° had no application to a sale made under 
a decree foreclosing a lien and that such section ap- 


plied only to the ordinary tax sales. The reference 
in section 263 of the Revenue Act of 1939% to an 
affidavit pursuant to section 265 of the Revenue Act 
of 1939, would, therefore, not apply. 
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The practice, however, is, upon expiration of the 
period of redemption, to make application to the court 
by petition for the issuance of a deed to the purchaser 
or his assignee in which petition facts must be alleged 
showing compliance with section 263 including in- 
quiries made if person cannot, upon diligent i inquiry, 
be found. The conclusion that notice was given in 
accordance with this section is not sufficient.7* Im- 
perfections, if any, with respect to the petition to 
obtain the deed may only be attacked by a party 
whose interest is affected. The fact that the notice 
served upon a trustee did not name him as such, or 
that the notice stated only the date of the expiration 
of redemption without setting forth that the property 
may be redeemed before such date, will not invalidate 
the notice.** Where the decree of sale on appeal was 
held erroneous, but not void, such holding will not 
prevent a purchaser in good faith from obtaining his 
deed if there were no fraud or collusion in the pro- 
curement of the decree of sale. It is proper for the 
court to place the purchaser in possession by enter- 
ing an order that the defendants and all persons 
claiming under them deliver possession of the lands 
to the purchaser.** The order, or supplemental de- 
cree, for the issuance of a deed to the purchaser may 
not be attacked on the ground that jurisdiction of the 
court ended with the entry of the decree or the term 
on which it was entered, nor is it subject to col- 
lateral attack.”® 


The ultimate result of a foreclosure proceeding un- 
der section 216 has been succinctly stated in Clark v. 
Zaleski, supra, at page 82: 

“By the statute taxes on real estate are expressly made 
‘a prior and first lien on all such real property, superior to all 
other liens and encumbrances,’ and when such lien is fore- 
closed and a sale is had thereunder in pursuance of a valid 
decree and such purchaser complies with the law in regard 
to giving notice such proceeding constitutes a new and inde- 
pendent title, free and clear from all previous titles and claims 
of every kind and character.” (Italics supplied.) 


It is urged, therefore, that the many difficulties in 
the “path to a valid tax title” might be avoided by 
taking advantage of section 216; that an intensive 
program of foreclosure under section 216 by the vari- 
ous counties of Illinois through their respective state’s 
attorneys would greatly ameliorate our present tax 
delinquency problem. To pursue such a program 
would not necessarily add to the burden of the law 
enforcement responsibilities of state’s attorneys be- 
cause the county boards have the right to employ in- 
dependent counsel in such proceedings.”* It can be 
assured that with reported current conditions pre- 
vailing in the practice to-day, there is no doubt that 
capable lawyers would welcome such an opportunity 
to serve in this connection. 


6 Section 203, chap. 120 Ill. Rev. 
section 265 of Revenue Act of 1939. 
Stat. 1939, 

7 Now appearing as section 263 of the Revenue Act of 1939. 
120, Sec. 744, Ill. Rev. Stat. 1939. 

71 ‘*When any person who, by the terms of this section, is entitled 
to be served with notice cannot, upon diligent inquiry be found, 
the affidavit provided for in section 265 of this Act, shall set forth 
particularly the inquiries made, of whom made, and when and 
where made.’’ (VII of outline). 

72 People v. Banks, 272 Ill. 502, 112 N. E. 269. 

73 People v. Conleur, 294 Ill. 139, 128 N. E. 339. 

7% Hammond v. People, 178 Ill. 503, 53 N. E. 308. 

% Clark v. Zaleski, 253 Ill. 63; Hammond v. People, supra. 

76 People v. Straus, 266 Ill. App. 95. 
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